BY THE COMPTROLLER GENERAL "N~

- Report To The Congress

OF THE UNITED STATES

Two Navy Ship Contracts Modified
Under Authority Of Public Law
85-804--Status As Of August 3, 1980

The 1979 Defense Appropriation Authoriza-
tion Act requires the Comptroller General to
review two contracts for the landing helicop-
ter assault and the DD-963 destroyer ships.

The review is to ensure that funds authorized
for payments under contract modifications
made in the interest of national defense are
being used only on the two contracts and that
the contractor does not use such funds to
realize any total combined profit.

GAO found that the funds are being spent as
intended and that the contractor continues to
project an overall loss on the contracts. This
loss, however, reflects a significant improve-
ment from the estimated loss during the 1978
shipbuilding claims settlement.
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Roquekt for copies of GAO reports should be
sent to:

U.S. General Accounting Office

Document Handling and Information
Services Facility

P.O. Box 6015

Gaithersburg, Md. 20760

Telephone (202) 275-6241

The first five copies of individual reports are
free >f charge. Additional copies of bound
audit reports are $3.25 each. Additional
copies of unbound report (i.e., letter reports)
and most other publications are $1.00 each.
There will be a 25% discount on all orders for
100 or more copies mailed to a single address.
Sales orders must be prepaid on a cash, check,
or money order basis. Check should be made
out to the “Superintendent of Documents’.




COMPTROLLER GENERAL OF THE UNITED STATES
WASHINGTON D.C. 20348

B-197665

To the President of the Senate and the
Speaker of the House of Representatives

This is our second report on the status of two contracts
(N00024-69-C-0283 and N00024-70-C-0275) for 5 landing helicop-
ter assault (LHA) and 30 Spruance class destroyer (DD-963) ships
modified under the authority of Public Law 85-804. This report
covers the contractor's fiscal year ended August 3, 1980. Our
first report (PSAD-80-39, dated Apr. 22, 1980) covered the
period ended July 29, 1979.

In 1978, after years of disagreement over shipbuilding
claims filed by Litton Industries, Inc. (see above-mentioned
report), the Navy and the contractor agreed to a settlement based
on an estimated cost at completion of $4,726 million. The agree-
ment was reached under a law (Public Law 85-804) that allows the
President to modify contracts in the interest of national defense.

Among its terms, the settlement provided for (1) the contrac-
tor to absorb a $200 million loss over the remaining ship con-
struction period through adjustment to the contract billing base,
(2) cost overruns to be shared equally up to a total of $100 mil-
lion, with costs above that amount being the sole responsibility
of the contractor, (3) cost underruns to be shared between the
Navy and the contractor on a 20/80 basis, respectively, and (4) a
$182 million contract price increase to cover the Navy's portion
of the estimated loss under authority of Public Law 85-804.

We made our review in compliance with section 821 of the
Department of Defense Appropriation Authorization Act of 1979.
Section 821 requires the Comptroller General to report annually
to the Congress on the results of reviews of the two contracts
which the Navy awarded to Litton Systems, Inc., Ingalls Ship-
building Division, Pascagoula, Mississippi. These reviews are to
ensure that funds authorized to provide relief under Public Law
85-804 in the 1978 claims settlement are being used only on the
two contracts and that the prime contractor does not use such
funds to realize any total combined profit.

Our review of the status of the two contracts as of the end
of Litton's 1980 fiscal year included (1) an update of our prior
review of procedures and controls and a test of transactions for
July 1980 to ensure that costs were properly charged to the indi-
vidual contracts, (2) an examination of contract records and
discussions with contractor and Navy officials to determine the
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combined profit/loss status of the two contracts, and (3) an
examination of progress payments and related costs to determine
whether Public Law 85-804 funds were being used only on the two
contracts as required by section 821.

We directed our review primarily to the two principal objec-
tives set forth in section 821. We did not make a detailed anal-
ysis of the contractor's estimated and actual costs to identify
specific areas and reasons for the combined underrun of estimated
costs on these two contracts.

We found that as of Litton's fiscal year ended in
August 1980:

--Funds provided were being used only on the specified
contracts.

—-Litton continues to project an overall loss on the two
contracts. When profit on change orders and the incentive
fee for ship silencing are considered, the overall loss is
calculated at $35 million. The total loss projection
reflects a significant improvement (an 82-percent decrease)
from the $200 million estimated loss during the 1978 ship-
building claims settlement.

--To become profitable, Litton will have to experience a
significant underrun on the remaining estimated costs.
The prospect of achieving such efficiencies, once consid-
ered to be remote, is now possible in view of the con-
tractor's work experience during the past fiscal year.

USE OF AUTHORIZED FUNDS

As of August 3, 1980, Litton had incurred about $31 million
of reimbursable costs in excess of payments made by the Navy to
Litton on both contracts combined, as shown on the following page.
{For further details, see app. I.)
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Contract (note a)

LHA DD-963 Total
---------- (milliong)-—-=====-
Cumulative costs:
Booked costs $1,454 $3,189 $4,643
Manufacturing process
development (MPD) (21) (40) (62)
Legal fees (2) - (2)
Cost Accounting
Standard (CAS) 414 4 10 14
Total 1,435 3,159 4,594
Cumulative cash receipts:
Progress billings 1,131 2,464 3,595
Escalation 162 792 954
Ship silencing incentive fee - 14 14
Total 1,293 3,270 4,563
Reimbursable costs over/
(under) cash receipts $ 143 $ (112) $ 31

a/Figures may not total due to rounding.

The booked costs have not been adjusted for costs which the
Defense Contract Audit Agency (DCAA) considers unallowable. DCAA
has questioned about $20 million, which is subject to negotiation.
If the entire $20 million is disallowed, there would still be a
balance of about $11 million in unreimbursed costs.

In our prior report, we established that funds received
under Public Law 85-804 were not traceable to a specific source
or Litton expenditure. Our observation on the use of authorized
funds, therefore, is based on a reconciliation of reimbursements
with the incurred costs. Since the amount spent on the contracts
is greater than the reimbursement from the Navy, we believe it is
reasonable to assume that the funds made available under Public
Law 85-804 are being used on the specified contracts.

COMBINED PROFIT/LOSS STATUS

The estimated loss at completion, as of August 3, 1980, is
about $35 million, or $165 million less than the $200 million
estimated loss during the 1978 shipbuilding claims settlement.
The terms of the settlement state that the Navy and the
contractor will share 20 and 80 percent of the cost underruns,
respectively. The $165 million represents the contractor's share
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of a projected $171 million underrun ($137 million), the profit
on post-settlement change orders ($10 million), and the incentive
fee on ship silencing ($18 million).

The August 3, 1980, estimated cost at completion has been
reduced by unallowable costs, contract modifications, and other
post-settlement costs to convert to a basis consistent with the
estimate at the time of the financial settlement. This conver-
sion is to determine the estimated cost for sharing purposes.

The estimated profit or loss was then adjusted to include
profit on change orders executed after April 30, 1978, and the
incentive fee received for ship silencing. This is because
Litton is allowed to earn a profit on individual change orders
executed after the above date subject to the limitations on the
use of relief funds to contribute to an overall profit on the
two contracts. About $94 million in contract changes were
approved on these contracts from May 1, 1978, through April 30,
1980 (Litton's cutoff date for the contract changes used in com-
puting the estimated cost at completion). Litton considered
about $10 million of this amount to be profit. The ship silenc-
ing incentive is a fee paid by the Navy to the contractor on the
DD-963 contract, which is not subject to the sharing ratio, but
which is part of the total compensation on the contract. Litton
considered that the total incentive fee on ship silencing would
be $18 million.

After considering the change order profit and the incentive
fee, we calculated Litton's net loss at $35 million, as shown
on the following page.
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contract
(note a)
LHA DD~-963 Total
——————— (millionsg)=~====w=-
Estimated cost at completion as
of Aug. 3, 1980 (note b) $1,480 $3,255 $4,735
Less: MPD costs - unbillable (21) (41) (62)
Estimated unallowable costs (8) (13) (21)
Contract modifications (10) (84) (94)
Other post-settlement costs (1) (2) (3)
Estimated cost for sharing purposes 1,440 3,115 4,554
Estimated cost at completion as
of settlement date 1,500 3,226 4,726
Cost underrun (60) (111) (172)
Contractor's share of underrun (48) (89) (137)
Share of estimated loss to be
absorbed by contractor 200 ~ 200
Estimated loss at completion as of
Aug. 3, 1980 - unadjusted 152 (89) 63

Less: Profit on post-settlement
change orders (1) (9) (10)
Ship silencing incentive fee - (18) (18)

Estimated net loss at completion as
of Aug. 3, 1980 $ 150 $ (116) $ 35

a/Figures may not total due to rounding.
b/See app. II.

A company official said that the principal reason for the
projected improvement in the profit/loss status of these contracts
was the achievement of a smaller and more efficient production
labor force. According to the official, the company's personnel
level, which consisted of about 24,000 employees in January 1978,
was reduced from about 17,500 employees in July 1979 to about
11,600 employees in August 1980. The company's records show that
manhours required to build each of the completed ships on these
contracts have been consistently less than the manhours planned
at the time of the financial settlement.



B-197665

SUBSEQUENT EVENTS

After Litton's fiscal year ended on August 3, 1980, the
total combined underrun on the LHA and DD-963 contracts continued
to increase. In early January 1981, the projected underrun on
the two contracts was $194 million and the estimated loss at com-
pletion was $14 million after considering the profit on post-
settlement change orders and the incentive fee on ship silencing.
Since August 3, 1980, Litton has proposed additional reductions
in the billing prices of the two contracts which, when added to
previous reductions, reflect the $194 million projected underrun.

PROSPECT FOR AN OVERALL
PROFIT ON THE TWOQ CONTRACTS

Delivery of the last ships on the LHA and DD-963 contracts
was made in April and June 1980, respectively. Litton has con-
tinued to do various modification and warranty/guaranty work.

Since the 1978 claims settlement, Litton has incurred $916
million in costs with a projected underrun of $171 million through
August 3, 1980. For the company to break even on these contracts,
it would have to underrun the total estimated costs to complete
of $77 million by $43 million. The prospect of achieving such
efficiencies, once considered remote, is now possible in view of
the contractor's work experience during the past fiscal year and
after our audit cutoff date.

LITTON AND NAVY COMMENTS

In their comments, Litton and the Navy (see apps. III and IV,
respectively) disayreed with portions of our report. These dis-
agreements relate primarily to our (1) method of measuring total
combined profit or loss and (2) interpretation of section 821 as
it relates to the treatment of incentives earned for ship silenc-
ing and profit on contract changes after the claims settlement
cutoff date (Apr. 30, 1978).

Litton and the Navy both noted that we could have used other
methods for measuring profit, which would result in different
loss projections. Litton specifically said that the calculation
of profit under section 821 should be based on generally accepted
accounting principles acceptable to the Internal Revenue Service
rather than in accordance with section XV of the Defense Acquisi-
tion Regulation.

Both parties disagreed with our statement that the total
profit or loss on these contracts would be affected by change
orders executed after April 30, 1978. Litton particularly singled
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out post-settlement change orders, such as "RAV work" 1/ as being
outside the contemplation of the parties at the time of the
original contract. Litton's position is that such "cardinal
changes" are outside the scope of the contract and, as such,
should be excluded from our profit calculation, notwithstanding
our basic position on treatment of change orders.

Litton also disagreed with our inclusion of silencing
incentive payments in our calculation, citing the terms of the
settlement agreement and Litton's interpretation of section 821.

These comments are essentially the same as we received and
responded to in our 1980 report on the status of the contracts.
After this year's audit, Litton submitted a detailed memorandum
of law (see app. III1) for our consideration on these issues. Our
review and analysis of the memorandum are included as appendix V.

On the basis of this review, we are satisfied that our con-
clusions as to the definition and application of the term "total
combined profit on such contracts" represent proper interpreta-
tions of section 821 of Public Law 95-485.

We recognize that other methods might have been used for
measuring profit and that using these methods would probably
show a projected loss substantially greater than our reported
loss and prevent the possibility of a combined profit. However,
we chose to compute profit by measuring total cash receipts
against allowable (under the Defense Acquisition Regulation) cost
expenditures because we believe that method most nearly reflects
the considerations the Congress had in mind when it enacted
section 821.

Regarding the treatment of change orders, our interpretation
that section 821 includes post-settlement modifications to the
contracts is supported by both the statutory language and legis-
lative history. As to Litton's argument that certain modifica-
tions should be excluded because they were beyond the scope of
the contracts, these modifications are, in fact, part of the con-
tracts and we are not in a position to rewrite the contracts for
purposes of the profit/loss determination under section 821.

Finally, we included moneys received from the silencing
incentive in cash receipts because we interpret section 821 as
extending to contract transactions, including those not covered by
the settlement. Since payments made to Litton for ship silencing

1/Generally, an upgrading of the weapons systems on the DD~963
ships.
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are part of the total compensation under the contracts, we see no
basis for excluding such payments from a section 821 profit/loss
calculation.

We are sending copies of this report to the Chairmen, Senate
and House Committees on Armed Services; Senator William Proxmire;
and the President, Ingalls Shipbuilding Division of Litton

Systems, Inc.

Acting Comptroller General
of the United States



CONTRACTOR'S CASH RECEIPTS AND BOOKED COSTS

(AUG. 1979 THROUGH JULY 1980)

Contract (note a)

LHA DD-963 Total
Costs Receipts Costs Receipts Costs Receipts

Month ending Receipts (note b) over/(under) Receipts (note b) over/(under) Receipts (note b) over/(under)

————————————————————————————————————————— (millions)=—===mmm e e e -
August 1979 1,271 1,417 (146) 3,173 3,065 108 4,444 4,482 (38)
September 1,273 1,422 (149) 3,183 3,079 104 4,457 4,502 (45)
October 1,276 1,431 (155) 3,203 3,101 102 4,479 4,532 (53)
November 1,276 1,436 (160) 3,214 3,115 99 4,490 4,551 (61)
December 1,276 1,441 (165) 3,217 3,128 88 4,493 4,569 (76)
January 1980 1,282 1,447 (165) 3,218 3,145 73 4,501 4,592 (92)
February 1,284 1,452 (167) 3,239 3,159 80 4,523 4,611 (87)
March 1,286 1,454 (168) 3,249 3,170 79 4,535 4,625 (90)
April 1,293 1,456 (163) 3,254 3,182 72 4,548 4,639 (91)
May 1,293 1,458 (165) 3,267 3,188 79 4,560 4,646 (86)
June 1,293 1,459 {166) 3,270 3,196 75 4,563 4,654 (91)
July 1,293 ¢/1,435 (142) 3,270 ¢/3,159 112 4,563 c/4,594 {31)

a/Figures may not total due to rounding.
b/Includes CAS 414 costs - not booked in general ledger.

¢/July 1980 costs have been adjusted to exclude $2 million unallowable legal fees on LHA contract
and a total of $62 million unbillable MPD costs on both contracts.
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(Aug. 3, 1960)
Contract (note a)
LHA DD-963 Total
Estimate Estimate Estimate Estimate Estimate Estimate
Cost to at to at to at
Category Incurred complete completion Incwrred complete completion Incurred ocomplete completion
(millions)

Labor 393 1 394 651 9 660 1,044 10 1,054
Material 631 12 643 1,875 26 1,901 2,505 38 2,544
Overhead 337 2 338 589 9 598 926 11 937

Total 1,361 15 1,376 3,115 44 3,158 4,475 59 4,534
Other:

[\

AMID (note b) 72 1 73 34 - 34 107 1 107

Warranty/guaranty - - 2 2 - 6 6 - 8 8

CAS 414 (note c) 4 - 4 10 1 10 14 1 15

Cost reserve - 4 4 - 5 5 - 9

Total 77 83 44 11 55 121 i8 139
MPD (note d) 21 - 21 40 1 41 62 1 62
TOTAL 1,459 21 1,480 3,199 56 3,255 4,657 7 4,735

a/Figures may not total due to rounding.
o b/Advanced Marine Technology Division.
c/Allowable cost not booked in general ledger - memorandum entry in CAS ledger only.

d/Unbillable per claim settlement.

XIaN3ddv
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Writer's Address:

1111-19th Street, N.W.

Suite 1000
Washington, D.C. 20036
(202) 463-2920

April 16, 1981

Milton J. Socolar, Esqg.
Acting Comptroller General
of the United States
General Accounting Office

441 G Street, N.W.
Washington, D.C. 20548

RE: Comments on Draft Report To the Congress
"Two Navy Ship Contracts Modified Under
Authority of Public Law 85-804~-Status
as of FY Ended August 3, 1980".

Dear Mr. Socolar:

We are taking the liberty of forwarding directly
to vou our comments on the subject Draft Report, as received
on ..nril 13, 1981. We are doing so because we believe that
the revisions made in the April 13, 1981 version of the
Dra‘t Report, showing the justification for the methods used,
reveal a greater misconception of the negotiatiops.surround-
ing the Settlement of the claims. The minor revisions made
to the Draft Report and communicated to me on April 15, 1981
do not alleviate Litton's concerns with the errors contained

therein.

The issuance of the Report, even with these minor
revisions, would be prejudicial to the contractor and the
Navy, would potentially misinform the Congress, and would
impair the ability of the Office of General Counsel to
resolve the issues fully since the Draft Report conveys the
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Milton J. Socolar, Esqg.
April 16, 1981
Page Two

impression that the points in question have been considered
and resolved.

We strongly urge that you withhold the Report
pending the legal determination, especially since there is
no required date by which the Report must be issued.

Should you determine that a Report must be issued,
we believe that it would be only fair to: (1) include a
statement that other methods might have been used for
measuring profit and that using such methods would show a
projected loss substantially greater than the reported loss
shown by GAO and would show that there is no possibility
that the contractor would earn a total combined profit
under Section 821; (2) include a balanced statement re-
garding the treatment of change orders, particularly the
RAV, which is outside the scope of the contracts, and that
such work has not been part of shipbuilding contracts;
(3) omit reference to the interpretation of Section 821 on
page 9 of the Draft Report.

Without some balanced statements, as indicated
above, the impression is created that the points in question
now before the Office of General Counsel have already been
resolved.

This letter together with the Memorandum, dated
April 16, 1981, signed by George W. Howell, Esquire, Vice
President and General Counsel, Ingalls Shipbuilding Division,
Litton Systems, Inc. and the attached Memorandum of Law,
dated April 2, 1981, are made part of our official response
to the Draft Report.

Sincerely yours,

Paul G. Dembling

Counsel for Ingalls Ship
Division,

Litton Systems, Inc.

Attachments
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INGALLS SHIPBUILDING DIVISION
LTTTON SYSTEMS, INC.

April 16, 1981

MEXORANDUM FOR: Milton J. Socolar, Esquire
Acting Comptroller General
of the United States
Washington, D.C.

RT: Comments on Draft Report To The Congress
"Two Navy Ship Contracts Modified Under
Authority of Public Law 85-804--Status
as of FY Ended August 3, 1980".

This is the second report of the General Accounting
Office on subject matter. This one covers Ingalls' fiscal
year ended August 3, 1980. Ingalls commented on the first
proposed report by its letter (serial A-79-53-412) dated 20
November 1979 which was appended to the Comptroller General's
Report to the Congress of the United States, Two Navy Ship
Contracts Modified by Public Law 85-804 Status as of July 29,
1979 (Report PSAD-80-39 dated April 22, 1980).

We have previously commented that the Draft Report's
justification for the method chosen to measure profit in the
Audit was without legal precedent.

We also advised that the statement in the Draft
Report regarding the basis for calculating the projected losses
in the Settlement (which was also used to justify the method
chosen to calculate profit) was factually incorrect. An

inquiry to the Navy will verfiy the inaccuracy of this state-

ment in the Draft Report.
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Milton J. Soconlar, Esq.
April 16, 1981
Page Two

On April 6, 1981, Litton presented to the GAO a
Memorandum of Law dated April 2, 1981, which addressed the.
above matters in detail and also addressed the proper
interpretation of Section 82l. of P. L. 95-485.

Litton's cost performance has saved the Government
almost $40 million to date. Litton will sustain a total
combined loss of over $100 million on the LHA and DD963
contracts P. L. 85-804 Settlement when computed as reported
to the Internal Revenue Service. Nevertheless, the GAO Draft
Report, by utilizing an inconsistent method of calculation of
profit - not based on legal precedent nor on the facts sur-
rounding the negotiation of the Settlement, leaves the impres-
sion that it is possible for the contractor to "break even on
these contracts," i.e., sustain no total combined loss.

Furthermore, the Draft Report in its present form
does not adequately explain the facts and the position of the
contractor and the Navy. This is not the fair and even-handed
approach the Congress and the public have come to expect from
the high office of the Comptroller General of the United States.

We must regretfully, but respectfully, advise that
we do not believe that issuance of the GAO report without a
complete and thorough investigation of the matters discussed
above, as well as the proper interpretation of Section 821,
will be in the best interest of the Congress, or the public
because it will be misleading in its present form.

6
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Milton J. Socolar, Esqg.
April 16, 1981
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In view of the potential harm to the public and to
our company resulting from the issuance of an incomplete
and incorrect report, and in view of the absence of a re-
quired date by which the Report must be issued, we reguest
in the public interest that you withhold the Draft Report
pending a determination on the points of law.

Specifically, Ingalls' position, as set forth in

detail in our Memorandum of Law, is that:

A. The limitation on the use of funds set forth in
Section 821 applies
1. to funds under the relief act (Public Law
85-804) only;
2. to restrict profits on the two contracts
as they existed at the date of the Settle-
ment; and
3. to the work covered by the Settlement only
even though performed after the date of
Settlement.
B. The limitation on the use of funds set forth
in Section 821 does not apply
1. to changes and modifications made to the
contracts after the date of the Settlement,
especially RAV and other cardinal changes;
2. to work added after the date of the Settlement
and not contemplated in the Settlement, es-

pecially RAV and other cardinal changes;

7
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3. to payments to the contractor from other
funds available or on other legals bases;
and

4. to the payment for any items, such as per-
formanc; incentives, specifically excluded
from the Settlement and the relief granted.

C. The calculation of profit on the LHA and DD963
contracts under Section 821 should be on the
basis of generally accepted accounting prin-
ciples acceptable to the Internal Revenue Ser-

vice rather than in accordance with Section XV

of the Defense Acquisition Regulations.

Specific comments on the Draft Report are set forth

below:

Draft Report, Page 2 - GAO Statement: "Litton continues to

project an overall loss on the two contracts. When profit
on change orders and the incentive fee for ship silencing are
considered, the overall loss is calculated at $35 million."

Ingalls' Comment: This stated loss is incomplete. The total

3 loss is as shown in the subsequent section entitled Summary

Schedule.,
Draft Report, Page 3 - GAO Statement: "Through August 3, 1980,

Litton had incurred about $21 million of reimbursable costs in
excess of payments made by the Navy to Litton on both contracts

combined as shown below."
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Ingalls' Comment: 1Ingalls reflected the following cash versus

booked cost as of August 3, 1980:

Contract
LHA DD963 Total
------- (Millions)--------
Cumulative Costs
Contract Billing Ledger $1,431. $3,149 $4,580
CAS 414 Ledger 4 10 14
Manufacturing Process Development 21 40 61
Total $1,456 $3,199 $4,655
Cumulative cash receipts
Receipts $1,293 $3,270 $4,563
Less cash receipts attributable
to items not included in settle-
ment and less cost reduction
incentive and added scope pro-
fit earned:
a) Silencing incentives - (14) (14)
b) Cost reduction incentive
and added scope profit earned (41) (56) (97)
Total 1,252 3,200 4,452
Booked costs over (under) cash
receipts 204 (1) 203
praft Report, Page 4 - GAQO Statement: "The estimated loss at

completion, as of August 3, 1980, is about $35 million or $165

9



APPENDIX I1I1 APPENDIX III

Milton J. Socolar, Esq.
April 16, 1981
Page Six

million less than the $200 million estimated loss at the time
of the financial settlement. This $165 million represents
the contractor's share of a projected $171 million underrun
($137 million), the profit on post settlement change order
($10 million), and the incentive fee on ship silencing

($18 million)."

Ingalls' Comment: The estimated loss at completion, as of

August 3, 1980, is $146 million as shown in the subsequent

section entitled Summary Schedule.

Draft Report, Page 4 & 5 - GAO Statement: "The Contractor

is allowed to earn a profit on change crders executed after

the above date as long as there is no overall profit on the

two contracts." (Emphasis added.)

Ingalls' Comment: Ingalls disagrees with this statement. We

interpret Section 821 of P. L. 95-485 to provide that none of
the monies authorized by this or any other act to provide

relief under P. L. 85-804 shall result in a total combined

profit on the LHA and DD963 contracts as they existed computed
pursuant to Incentive provisions of the Settlement Agreement
being funded by P. L. 95-485. Therefore, any change orders

or modifications to the contracts occurring after April 30,
1978, the effective date of the Settlement, are not covered

by the Act. In addition, since change orders authorized after

10
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April 30, 1978 are separately funded, their profits would not
bz considered in this restriction. Furthermore, the Congress
could not reasonably have intended such a restriction to
apply to the magnitude of the post-settlement changes which
hlave occurred on these contracts. This is dealt with in
detail in our Memorandum of Law.

The post-settlement change orders authorized are

as fcllows:

(millions)
Estimated 8/3/80 10/30/81
Cost $ 97 $ 111
Profit 10 12
Price 107 123
Draft Report, Page 6 - GAO Statement:
LHA DD963 Total
-------- (millions) -~——~----
"Estimated net loss at com-
$150 $(1l6) $35

pletion as of August 3, 1980"

11
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Ingalls' Comment: This statement is in error. See cormments

on similar statement on page 4 of the Draft Report and refer to
Ingalls' computation of profit/loss in the subsequent section,

Summary Schedule.

Draft Report, Page 7 - GAQ Statement: "In early January 1981,

the projected underrun on the two contracts was $194 million
and the estimated loss at completion was $14 million after
considering the profit on post settlement change orders and

the incentive fee on ship silencing.”

Ingalls' Comment: The stated January 1981 estimated loss at

completion is incorrect. The correct estimated total loss

is as shown in the subsequent section, Summary Schedule.

Draft Report, Page 8 - GAQO Statement: "For the contractor to

break even on these contracts, it would have to underrun the

total estimated costs to complete of $77 million by $43 million.*

Ingalls' Comment: The contractor could not "break even" on

these two contracts even if none of the remaining $77 million

were spent to complete the contract work.

praft Report, Page 8 - GAO Statement: "Litton specifically

said that the calculation of profit under Section 821 should

be based on generally accepted accounting principles acceptable

12
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to the Internal Revenue Service rather than in accordance with

Section XV of the Defense Acquisition Regulations."

Ingalls' Comment: In the "Calculations of Profit under

Section 821" discussion in our Memorandum of Law, we stated
that the position taken in the Draft Report is inconsistent
and "While we do not agree with utilization of DAR Section XV,
in doing so, GAO must also follow the Settlement Modifications,
which are consistent with DAR Section XV, or it must follow

a total cost/total revenue basis.”™ It is inconsistent for

GAO to use a combination of the two bases.

Draft Report, Page 8 - GAO Statement: "In addition, Litton

said that the settlement agreement specifically excluded from

its terms the incentive performance fee for silencing.”

Ingalls' Comment: The correct statement is: "Litton said

'Note that the Silencing Incentive and changeorders issued

after April 30, 1978, were not included in the Settlement

Agreement'. "

Draft Report, Page 9 - GAO Statement, as revised on April 15,

1981: "However, we chose to compute profit by measuring total
cash receipts against allowable (under the Defense Acquisition
Requlation) cost expenditures because (1) this is the method
traditionally used by GAO and other auditing agencies such as

DCAA to measure profit on individual Government contracts . . -

13



APPENDIX IIT APPENDIX III

Milton J. Socolar, Esq.
April 16, 1981
Page Ten

Ingalls' Comment: Litton does not and cannot use this method

in reporting results to stockholders under Securities and
Exchange Commission requirements nor for income tax purposes.
The orly statutory requirements dealing with profits in gov-
ernment contracts of which we are aware are Vinson-Trammell
Act and the Renegotiation Act, neither of which utilized

such a method.

Draft Report, Page 9 - GAO Statemesnt, as revised on April 15,

1981: "However, we chose to compute profit by measuring total
cash receipts against allowable (under the Defense Acquisition
Regulation) cost expenditures because . . . (2) the projected
losses which formed the basis for the settlement were based
upon a comparison of estimated receipts versus estimated

allowable costs rather than some other method . . .

Ingalls' Comment: This statement is factually incorrect. The

projected silencing incentive of $18 million was specifically
discussed and excluded from consideration in the calculation
of the $200 million target loss in the Settlement Agreement.
In addition, the parties in the Settlement Agreement excluded
the profit on change orders and RAV and other modifications
issued after April 30, 1978 from the calculation of the $200

million target loss in the incentive calculations.

14
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Draft Report, Page 9 - GAQO Statement: "We included monies

received from the silencing incentive in cash receipts be-.
cause they will be considered in calculating the compensa-

tion paid to the contractor under the terms of the contracts."”

Ingalls' Comment: While we agree that the silencing incentive

is a part of the "compensation” paid under the terms of the
contracts, we do not agree that the word "compensation" is
synonymous with the words "total combined profit." See

the discussion in our Memorandum o6f Law entitled "Definition

of Total Combined Profit." Silencing is an incentive penalty.
Query: Had Litton not met the silencing specifications, would
the GAO have adopted the same principle and added the penalty
amount to the loss to arrive at the estimated loss at com-

letion or would the penalty amount been considered an allowable

cost?

Draft Report, Page 9 - GAO Statement, as revised on April 15,

1981: "Regarding the treatment of change orders, our position,
which is based on our reading of the legislative history

of Section 821, is that Litton is permitted to make profits

on changes, but only to the extent that such profits do not

result in a total overall profit on the contracts. (emphasis

added) .

15
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Ingalls' Comment: We believe that the GAO is legally in-

correct in this statement. Section 821 is a restriction on
payment of funds and does not attempt to restrict the author-
ity of the Contracting Officer to negotiate change orders
providing equitable adjustment including a profit. Also,
this statement is factually incorrect because the words
"total overall profit" do not appear anywhere in Section 821.
The version of Section 821 initially passed by the Senate
stated "that the contractors concerned do not realize any

total overall profit on such contracts." Congressional

Record-Senate p. S16114, September 26, 1978. (Emphasis
added). The Senate amendment was not enacted. However, the

House version of Section 821, which was enacted into law,

states, "that the prime contractors concerned do not realize

any total combined profit on such contracts.” (Emphasis

added). As stated in the discussion, "Definition of Total
Combined Profit," in our Memorandum of Law, we consider
"total combined profit" words of art with specific meanings.
We are not certain of the meaning of "total overall profit”;

however, since these words are not contained in Section 821,

we see no need for an interpretation.

16
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Draft Report, Page 9 -

We strongly recommend the substitution of the
fellowing language for that appearing on page 9 of the Draft

Report:

"We recognize that other methods might have
been used for measuring profit and that using
these methods would probably show a pro-
jected loss greater than the reported loss
shown by GAQ. However, we chose to compute
profit by measuring total cash receipts
against allowable (under the Defense Ac-
quisition Regulation) cost expenditures
because this is the method commonly used to
measure costs on individual Government
contracts and is most unfavorable to Litton.

"We included monies received from the
silencing incentive in cash receipts be-
cause they will be considered in calcula-
ting the compensation paid to the contractor
under the terms of the contracts. Regarding
the treatment of change orders, our posi-
tion, which is the most unfavorable to
Litton and the Navy, is that Litton is per-
mitted to make profits on changes, but

only to the extent that such profits do not
result in a total overall profit on the
contracts.

"Litton recently has submitted a detailed
Memorandum of Law for our further consider-
ation of these issues. We are currently
reviewing the memorandum and intend to
respond to the issues raised after our
analysis is completed. For your information,
we have attached Litton's financial summary
which presents other possible approaches to
total combined profit determination."

17



APPENDIX III APPENDIX III

Milton J. Socolar, Esq.
April 16, 1981
Page Fourtecn

Summary Schedule

The page following contains tables showing

profit, compared to the method utilized in the Draft Report,

the Settlement Modification and the total cost/total revenue

.
method.

INGALL SHIPBUILDING DIVISION
LITTON SYSTEMS, INC.

%/g@w/

George W. Howell
Vice President and
General Counsel
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MEMORANDUM OF LAW

Re: Draft Report by GAO dated February, 1981, entitled "Two
Navy Ships Contracts Modified Under Authority of Public
Law 85-804-=-Status as of Fiscal Year Ending August 3,
1980"

INTRODUCTION

The purpose of this brief is to provide in detail our views
on certain legal issues which require resolution and which
are fundamental to the issuance of the proposed Draft Report
by GAO dated February, 1981, entitled "Two Navy Ships Con-
tracts Modified Under Authority of Public Law 85-804-~ Status
as of Fiscal Year Ending August 3, 1980," ("Draft Report").
While we will address certain aspects of the Draft Report
itself, we are principally concerned with the legal issues
which are related to the application of the limitation con-
tained in Section 821 of the Department of Defense Appropria-
tion Authorization Act, ("Act") of 1979.

It is Litton's and the Navy's position that the limitation

on payment of profit contained in Section 821 applies only

to the work on the LHA and DD963 contracts covered by the
actual settlement agreement which was funded by the Public
Law 85-804 relief funds provided by the Act. The Draft
Report appears to take the position that the overall limita-
tion on payment of profit applies to any profit on the con-
tracts although separately authorized, separately funded,

and separately earned outside the scope of the Public Law
85-804 funded settlement; for example, profit earned on
subsequent bilateral contract changes and modifications,

and performance incentives. The Draft Report includes this
profit on work not covered by the Settlement in the calculation
of total profit on the contracts under Section 821. It is
also Litton's position that profit should be calculated using
generally accepted accounting principles rather than DAR
Section XV, as used in the Draft Report.

The settlement of LHA and DD963 claims was achieved by agree-
ment of the parties and approved by the Congress. The Settle-
ment was funded in part by the Act, and a limitation on the
funds available for relief was enacted in its Section 821.

Following the Settlement of the claims, the partles entered
into agreements regarding changes and modifizations covering
added work in connection with the contracts, on the basis
that Section 821 applied only to the scope of ccntracts at
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the time of Settlement. Each change and modification has
been entered into bilaterally on a fixed price incentive
basis. If this mutual understanding was incorrect, the
question arises whether the Contracting Officer acted within
his authority--whether the Navy can pay for the full equit-
able adjustment (profit) for the agreed-upon changes under
these conditions--and whether these agreements were valid.
If it is determined that the Contracting Officer acted
outside the scope of his authority thereby invalidating the
agreements, then Litton's continuing to perform the work
may place it in a proscribed pesition of being a "volunteer”
to the Government.

Thus, it is necessary at the present time for GAO to render
a legal decision interpreting that Section of the Act so

that the Department of the Navy and Litton will be able

to complete the work under the two contracts for S5 landing
helicopter assault ships (LHA) and 30 Spruance Class Des-
troyers (DD-963). We believe it is the desire of both
parties to continue work on the basis of their understanding.

FACTUAL HISTORY

The "Background" section of the GAO Report PSAD-80-39, dated
April 22, 1980, contains statements of the general factual
history of the LHA and DD contract Settlemeat. The Settle-
ment was initially memorialized by a document entitled "Aide
Memoire" which was signed by representatives of both parties
on 20 June 1978, contained herein as Attachment A. Para-
graph 12 of this document states as follows:

"Litton and Navy will promptly execute contract modi-
fications and such other documents as are necessary

to implement this Aide Memoire and Navy shall submit
these documents to Congress for the review required by
Public Law 85-804. The effective date of the imple-
menting documents shall be the date of the favorable
conclusion of the Congressional review period. The
implementing documents, when effective, shall annul
and supersede the LHA contract modification executed
by the Navy and Litton on 13 April 1978. 1In the

event the implementing documents do not become effect-
ive or the appropriations do not become available,

the Navy and Litton shall be released from the under-
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standings set forth herein, and neither the Navy nor
Litton shall be deemed to have waived or be in any
manner prejudiced with respect to any rights existing
prior to the negotiations conducted by the parties
which led to the execution of this Aide Memoire.,"

This Agreement and the Memorandum of Decision of the Secretary
of the Navy invoking Public Law 85-804 to reform the two con-

tracts with Litton was transmitted to Congress on 23 June 1978
for the purpose of complying with the notification require-

e o

ments of 50 USC 1431. The Secretary s Memorandum of Decision
stated: "The dollars involved in this controversy have
reached dramatic levels: the present combined estimated
allowable costs of these contracts are $4.726 billion;

the present anticipated losses, in the absence of any claims
adjustment, are $647 million; the major claim, presently
quantified at $1.088 billion, is not merely unparalleled in
Navy procurement history but is the largest ever asserted on
any Government contract.”

The Memorandum further states: "These delays and cost increases
have engendered controversy, charge and countercharge, almost
since the inception of the contracts. Five years of legal
proceedings, both administrative and judicial, have conscrip-
ted enormous resources and produced immense waste, but little
else. The multiplicity of legal actions arising out of these
contracts has been dramatic: Five Armed Services Board of
Contract Appeals (ASBCA) proceedings; a Navy Contract Adjust-
ment Board proceeding; two cases in the Court of Claims;

Four cases in Federal District Court; and two appeals to the
Fifth Circuit. Absent a negotiated resolution of the disputes,
seven to ten years of further litigative entanglement are a
certainty." In the Detailed Analysis which accompanied the
Memorandum of Decision, the Secretary stated: "Public Law
85-804 permits adjustments appropriately responsive to the
problems experienced on these programs. This law, enacted

in 1958, grants the President, and through delegation, the
Secretary of the Navy, the power, among other things, to

enter into amendments or modifications of contracts without
regard to other provisions of the law 'whenever he deems

that such action would facilitate the national defense'"

His statement goes on to say: "On 20 June 1978 the Navy and
Litton reached agreement on the basic principles of an
acceptable resolution of their nine-year controversy. The
principal points of the Agreement...are:
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"]1. Analysis of the $1.088 billion claim by NAVSEA
Claims Team yielded a recommended figure of $312 million.
After adjustment of $47 million in prior payments, the net
amount of $265 million will be paid to Litton in accordance
with the contract modifications to be executed.”

"2, Of the $382 million remaining loss, Litton will
absorb $200 million on the LHA contract. Navy will pay the
remaining $182 miijion under Public Law 85-804."

# » #

"7. The agreement is subject to appropriate Congress-
ional review and the availability of appropriations.”

It is important to note that paragraph 10 of the Aide Memoire,
incorporated by reference in the letter submitted by the
Secretary of Navy to the Chairmen of the Senate and House Armed
Services Committee, contained the following statement:

"10. To contribute to the orderly management of the
contracts, Litton and the Navy will take all steps necessary
promptly to process and negotiate on a fully-priced basis
contract change proposals since 1 May 1378, as well as sub-
sequent to the date of this document. Only those change
orders authorized by the Navy prior to 1 May 1978 are included
in the total allowable costs set forth i1n paragraph 3."
(Emphasis supplied.)

The Settlement Agreement figures can be summarized as follows:
$647 million - loss at time of negotiations

-$265 million paid by Navy from other than

Public Law 85-804 funds

$382 million
=$200 willion

remaining

absorbed by Littonl

Navy paid under Public Law 85-804
and which Congress restricted under
Section 821.

$182 million

I.” As the Settlement agreement states, this figure does not
include $62 million of Manufacturing Process Development costs
which Litton agreed to release as a part of the Settlement.
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Cost underruns to be shared between the Navy and
Litton on 20/80 basis, respectively.

Cost overruns to be shared 50/50 up to a total of
$100 million, with costs above that amount being
the sole responsibility of Litton.

The Navy assumes no obligations for escalation
during the remaining terms of the contracts."

It should be recognized that use of P. L. 85-804 for settling
these claims was the method preferred and urged by the Navy.
It represented a settlement by mutual agreement of claims
amounting to $1.088 billion dollars by payments to Litton

by the Government totalling $494 million ($312 million from
other funds and $182 million of P. L. 85-804 funds). Litton
agreed to absorb its claims for profit on the extra work,
its interest costs, and an anticipated loss of $200 million
dollars, a total of $594 million. P. L. 85-804 authority
was not used solely to make the contractor whole or to '"bail
out" Litton.

In addition to the financial settlement, the Settlement provided
for extensive modifications in the LHA and DD963 contract lan-
guage in order to eliminate the Total Package Procurement con-
cept and to adjust the related contract provisions accordingly.
Revised compensation and payment provisions were included in
both contracts in order to accommodate the "combined incentive
loss" concept. The formal modifications to the LHA and DD963
Contracts implementing the Settlement were forwarded to Con-
gress in July 1978.

In order to arrive at a firm scope of work for purposes of the
Settlement, all change orders issued by the Navy through April 30,
1978, were incorporated in the scope of the work covered by the
Settlement and included in Settlement pricing. Also, all other
items of work under other provisions of the Contracts (such as
the warranty provisions) known as of April 30, 1978, were
included in the scope. Therefore, the Settlement resolved all
disputes over work scope, and the price therefor, as of April 30,
1978. The Settlement agreement provided for release of all
claims based on events prior to the date of the Settlement

(20 June 1978), except for formal changes since 1 May 1973.

Note that the Silencing Incentive and change orders 1ssued

after April 30, 1978 were not included in the Settlement
Agreement.

POST SETTLEMENT ADDED WORK TO THE CONTRACTS

After the Settlement date, April 30, 1978, the Navy desired
that extensive additional work be performed by the contractor

25



APPENDIX III APPENDIX III

Milton J. Socolar, Esquire
April 2, 1981
Page 6

on the LHA and DD963 ships. The majority of the added work
including "RAV work" was authorized by the Navy to be per-
formed after the ships had been delivered and accepted, under
the contract.

Both the LHA and DD963 contracts contain the "Changes" clause
from ASPR (now DAR) 7-103.2, Jan 1958. This clause states in
part: "The Contracting Officer may at any time... make changes
within the general scope of this contract, in any one or more

of the following: (i) drawings, designs, or specifications,
where the supplies to be furnished are to be specifically
manufactured for the Government in accordance therewith;

(11) method of shipment or packing; and (iii) place of Delivery."

On the DD963, the Navy has generally not made unilateral

changes under the changes clause for added work within the scope
of the contract. Rather, it has chosen in most instances to
establish a maximum increase in price or a minimum decrease

in price, as appropriate, for each change prior to authorization.
These types of pricing for changes could not be unilaterally
imposed on the contractor under the "Changes" article. A
bilateral modification is required to reflect the agreement

of the parties to this maximum increase or minimum decrease in
price and at the same time authorize the performance of the
added work. When the final increase or decrease in price is
agreed upon, another bilateral modification is required to
document this pricing agreement.

ADDITION OF RAV WORK TO THE BASIC CONTRACT

The RAV work on the DD963 ships was generally an upgrading of
the weapons system on the ships and was originally scheduled
by the Navy to be performed in Naval shipyards after the
delivery of the ships and following the Post Shakedown Availa=-
bility (PSA) work at Ingalls' shipyard.

RAV addition was unprecedented and never within the contemp-
lation of the parties at the time of the original contract.
RAV work is normally done in Naval shipyards. When performed
by private ship repair yards, it is not normally done under
the construction contract for the ships, but rather under
separate contracts. The RAV work on the first 17 DD963

class ships delivered by Litton was performed in Naval ship=-
yards.
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The Navy issued a request for an Engineering Change Proposal
(ECP) to Litton for performing a scope of work which included
the RAV work, and certain additional changes requested by the
Type Commander, concurrent with the existing PSA work. The
work was funded from three sources: the PSA work was funded
under the basic contract funds, the added RAV work was funded
from RAV funds and the added Type Commander changes were
funded from the Type Commander's funds.

Before the ECP request was issued by the Navy, consideration
was given to the question of the performance of the RAV work
and the Type Commander changes under a separate contract.

Both parties agreed that by doing the RAV work under the basic
contract the best interests of the Government would be served
and the contract administration work attendant to the RAV work
would be simplified.

The RAV work was authorized in a bilateral modification to the
contract dated May 18, 1978, preliminarily priced on a "not

to exceed" basis. The final price agreement was incorporated
in a modification dated March 22, 1979, and covered the last
13 ships constructed under the contract.

As of October, 1980, Ingalls' Financial Plan 81-3 contained a
total of $123.5 million of authorized post-settlement additional
work added to the LHA and DD963 contracts. (A portion of this
was carried at discounted values since final prices had not
yet been negotiated). Of this amount, $90.5 million was added
work which was beyond the scope of the contract and could not
have been unilaterally authorized under the "Changes" clauses
of the contracts. This required bilateral modifications to
the contracts. The estimated profit on this work is about

$10 million. The balance of the post-settlement work was also
authorized under bilateral modifications for the purpose of
establishing pricing. The estimated profit on this work is an
additional $4+ million.

Attachment B lists the post-settlement work added to the LHA
and DD963 contracts as of October 1980.

DEVELOPMENT OF KEY LANGUAGE ON SECTION 821

When Section 821 of P. L. 95-485 was initially introduced in
the Senate on September 26, 1978, an omission in the language
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was discovered by Litton and the Navy. The original Senate
version did not reflect that the settlement being funded
involved a combined compensation computation based on the
combined total cost results of the LHA and DD963 contracts.
(See Articles IV and XXVIII of the LHA settlement modification
and Articles IV and XXI of the DD963 settlement modification,
Attachment C.) The language as initially proposed only dealt
with the LHA portion of the Settlement.

On September 26, 1978, the Senate version of the bill was
modified in Section (a) to insert DD963 vessels into the funding
language and to change the audit language to read that "the
prime contractor concerned does not realize any total overall
profit on such contracts.” The LHA and DD963 settlement modi-
fications provided that there would be established a $200
million target loss with an incentive formula to be measured
against the combined total final negotiated costs in order to
compute the "combined final profit or loss" on the contracts.
The combined total final negotlated costs were the total cone-
tract costs allowable under DAR, and exclusive of cost of

added work authorized after April 30, 1978, and exclusive of
the $200 million combined total target loss absorbed by Litton.

The amendment, as modified, passed the Senate on September 26,
1978. No change had been made in paragraph (b) where the
language still read "to the extent that the use of such funds
would result in any profit on such contract.”

Meanwhile, Representatives of the House consulted with members
of the Navy. Representative Melvin Price, Chairman of the
House Armed Services Committee, offered an amendment to the
House Bill being considered on October 4 which differed from
the Senate version in two respects. The Price Amendment (1)
identified the contracts by official designation and (2) used
"total combined profit on such contracts" concept.

In discussing inis Bill on the floor, the Congressional Record--
House, p. H-11491 reflects that Representative Dodd stated

that the Bill "provides that the contractors could not receive
any combined total profits on the contracts on which the
settlements were made." HRepresentative Price 1In oflfering the
amendment for consideration stated..."that they do not result

in the prime contractors realizing any total combined profit
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on such contracts." Representative Price further stated
"I have reviewed this modified language of the amendment
with the Navy and am informed that it is acceptable to the
Navy. I believe this amendment as modified will still be
acceptable to the Senate."

The House passed its version of the amendment on October 4, 1978,
See Congressional Record-House, p. H-11495., On October 7, the
Senate concurred in the House amendment and it was the House
version and not the Senate version that was enacted as Section
821.

As enacted, Section 821 of Public Law 95-485 reads as follows:
AUDIT AND REVIEW OF CERTAIN FUNDS

"Sec. 821. (a) Any funds authorized by this or any
other Act to provide relief to contractors under
authority of the first section of the Act entitled
"An Act to authorize the making, amendment, and
modification of contracts to facilitate the national
defense", approved August 28, 1958 (72 Stat. 972;

50 U.S.C. 1431), in connection with contracts num-
bered N00024-69-C-0283, N00024-70-C-0275, NO0024-
71-C-0268, and N00024-74~C-0206 for the procurenment
for the United States of landing helicopter assault
vessels (LHA), DD-963 vessels, and SSN 688 nuclear
attack submarines, and paid by the United States

to such contractors, shall be subject to such audits
and reviews by the Comptroller General of the United
States as the Comptroller General shall determine
necessary to insure that such funds are used only

in connection with such contracts and to insure that
the prime contractors concerned do not realize any
total combined profit on such contracts.

"(b) No funds described in subsection
(a) may be used to provide relief to any contractor
described in subsection (a), in connection with con-
tracts described in such subsection, to the extent that
the use of such funds would result in any total combined
profit on such contracts, as determined by the Comp-
troller General of the United States.
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"(c) The Comptroller General of the United
States shall keep the appropriate committees of
the Congress currently informed regarding the expendi-
ture of funds referred to in subsection (a) and
shall submit to the Congress annually, until the com-
pletion of the contracts referred to in subsection (a),
a written report on the status of the contracts
referred to in subsection (a), on the expenditure
of the funds referred to in such subsection, and on the
results of the audits and reviews conducted by the
Comptroller General under authority of this section.”

STATUTORY CONSTRUCTION

The applicable principles of statutory construction which will
be discussed are:

1. Every word used in a statute must be given effect.

2. Remedial statutes are to be read so as not to defeat the
purposes of the remedy sought.

3. Any limitations on remedial statutes are to be construed
narrowly.

4, There 1s no need to consider legislative history when
a statute on its face is clear and unambiguous.

It is well recognized that statutes are to be interpreted as
a whole, giving effect to every word used by the Congress so
as not to render any portions inoperative, Reiter v. Sonotore
Corp., 442 U.S. 330 (1979); Colautti v. Franklin, 439 U.S. 379,
* Allen 04l Co., Inc. v. C.L1.R., 614 r.2d 336 (24 Cir 1980)
and so as not to consider any language as "mere surplusage.”
National Federation of Federal Employees, Local 1622 v. Brown,
481 F. Supp. 704 (D.D.C. 1979).

It is a general rule of law that statutes which are remedial

in nature are entitled to a liberal construction, Socony-
Vacuum 0il Co. v. Smith, 305 U.S. 424, Grand Trunk R. Co. v.
Richardson, 91 U.S. 454; in favor of the remedy provided by law,
MIiddleton v. Finney, 6 P 2d 938, Miller v. Shreveport, 90 So 2d
565, Blankholm v. Fearing, 22 NW 2d 853; or in favor of those
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entitled to the benefits of the statute, Miller v. Shreveport,
90 So 2d 565, Mobley y. Brown, 2 P2d 1034.

Limitations to remedial statutes are to be construed narrowly.
Port of New York Authority v. Baker, Watts & Co., 392 F. 2d 497
(D.C. Cir. 1968); Brennax v. Valley Towing Co., Inc., 515 F. 2d
100, 110 (9th Cir."1979); 1In re Carlson, 292 F. Supp. 778
(D.C. Cal. 1968). _In this connection, i1t has been said:

"In construing a remedial statute, it is felt that
limitations which would take a right from one for whom
the statute was passed must be express and not subject
to varying interpretations.”" Pullen v. Otis Elevator
Co., 202 F. Supp. 715, 717 (N.D. Ga. 1968).

In the present case, we are dealing with relief provided under
a remedial statute, Public Law 85-804, and the limitations
imposed on such relief by the language of Section 821 of Public
Law 95-845, quoted above. In accordance with the principles

of statutory construction, the limitation language of Section
821 must be construed narrowly so as not to defeat the purpose
of Public Law 85-804.

We believe the only possible construction of Section 821 is
that the restriction is on those funds appropriated to provide
relief (Public Law 85-804) in connection with the Settlement.
The relief that was being considered was the Settlement entered
into between the Navy and Litton. The restricticn applies to
the relief funds provided by the Congress ($182 million) and
the relief funds were only to be used for the Settlement. That
restriction on P, L. 85-804 relief funds does not in any way
restrict the expenditure of procurement funds for any non-P.L.
85-804 purpose and made available to finance added work under
changes and modifications subsequent to the Settlement date,
April 30, 1978. Contrary to the required narrow interpretation
of the limitations in Section 821, the Draft Report appears

to interpret the 821 restriction broadly so as to apply to

work covered by changes and modifications not covered by the
Settlement and funds not provided by Public Law 95-845 for
85-804 relief.

Section 821 is not ambiguous.

With regard to the appropriateness of referring to legislative
history in interpreting statutory language, the Comptroller
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General has himself observed:

"It is a well-established rule of statutory construc-
tion that it is not permissible to refer to committee
reports, etc., preceding the enactment of a statute

i fer to ascertain its meaning except where an
ambiguity or uncertainty exists as to the meaning

of the words used. 11 Comp. Gen. 380; 14 ed. 638;

15 ed. 582." 21. Comp. Gen. 17. See also LTV Aerospace

Corporation, Comp. Gen. Dec. B-183851, 75~2 CPD, para.

This statement of legal principle is in complete accord with
similar statements contained in decisions of the U. S. Supreme
Court and of many of the Federal Circuit and District Courts
to the effect that reference to legislative history is un-
necessary, unwarranted, and inappropriate where statutory
language is clear and unambiguous and where such legislation
conflicts with the plain meaning of the statute. Aaron v.
Securities and Exchange Commission, 446 U.S. 680, I00 SCt. 1945
TI380); U.S. v. Oregon, 366 U.3. 643, rehearing denied, 368
U.S. 8707 (13981); U.S. v. Richards, 583 F. 2d 491 (10th Cir.
1978); NRDC, Inc. V. EFK 507 F. 2d 905 (9th Cir. 1974);

Doski v. M. Goldseker, 539 F. 2d 1326 (4th Cir. 1976);

Texaco, inc. v. Department of Energy, 460 F. Supp. 339 (D.D.C.
13787, appeal dismissed, 616 F. 2d 1193 (Emerg. Cir. 1979);

E. C. Ernst, Inc. v. Potla h Corp., 462 F. Supp. 694 (S.D.

o1, 78). It has been said in this regard that legislative
history should be resorted to only when a.statute is "inescapably
ambiguous," Highland Supply Corp. v. qunolds Metals Co., 327
F. 2d 725 (8th Cir. 1964).

Applying the traditional rules of statutory interpretation,
Section 821 cannot be said to be "inescapably ambiguous."
The language is sufficiently clear that the only limitation
intended was that the $182 million in relief funds could not
be used to provide relief to the contractor to the extent
that those funds would result in the realization of "total
combined profit" on the two contracts as covered by the
Settlement.

DEFINITION OF TOTAL COMBINED PROFIT

The Incentive Price Revision (Firm Target) articles of the
Settlement Modifications to the LHA and DD963 contracts dated
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20 July 1978 established the method of determining the "com-
bined total final price" for the two contracts. The "combined
total final price” 1s made up of two elements: "the adjusted
combined total final negotiated costs" and the "combined filnal

rofit or loss." Article 1V Compensation Under Contracts
553023-39-C-5§53 and N00024-70-C-0275 of both Settlement
Modifications provides that the "total compensation” to be paid
to the Contractor shall consist of the sum of:

1. the "combined total final price"
2. the escalation payments
3. performance incentive-ship silencing

4, the price of changes and modifications to the contracts
with an effective date on or after 1 May 1978.

Congressman Price offered an amendment which contained the
modified language "total combined profit" on October 4, 1978.

It was this modified language to which Congressman Price was
referring when he stated, "I have reviewed this modified
language with the Navy and am informed that it is acceptable

to the Navy. I believe that this amendment, as modified,

will be acceptable to the Senate.™ Congressional Record--House,
p. 11495, October 4, 1978. Congressman Price's amendment was
adopted by both Houses and became Section 821.

"Combined total final price" and "combined final profit" as
used in the modifications and "total combined profit: as used
in Section 821 are terms of art. The term "total combined
profit," was utilized in Section 821 rather than the termin-
ology used in the initial Senate version, "total overall
profit" or "overall profit," thus making Section 821 con-
sistent with the Settlement Agreement and the understanding
of the parties and acceptable to the Navy. If there is'con-
fusion over the definition of "total combined profit" in
Section 821, the term should be interpreted within the con-
text of the Settlement Modifications.
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CONTRACTS AND CONTRACT SCOPE AS OF APRIL 30, 1978, COVERED
N 821

The two contracts referred to in Section 821 are equally well
defined by contract number for which relief was being provided
in accordance with the settlement. The work scope of those
contracts were clearly set forth in settlement as including
only those change orders authorized prior to 1 May 1978.

The Aide Memoire, the statements by the Navy to Congress,

and the Settlement Modifications approved by Congress all
clearly reflect that this was all the Settlement covered and,
thus the only matter to which the relief funds could apply.
Reading the language in this manner so as to allow the con-
tractor to recover profit on subsequently executed contract
modifications which are separately funded and which, in many
instances, were completely beyond the scope of the original
contracts (see further discussion of "Cardinal" changes
below) would not in any way work "an absurd or unreasonable
result." Compare 46 Comp. Gen. 556 (1966); United States v.
American TrucEIng Association, 310 U.S. 534 . ee

also LTV Aerospace Corporation, supra. Accordingly, resort
to the legislative history here would be both unnecessary

and unwarranted.

LEGISLATIVE INTENT

Even if an examination of the legislative history were required,
it does not provide persuasive evidence that the Congress
intended the interpretation of Section 821 that the Draft

Report uses. Boston Sand and Gravel Company v. United States,
278 U.S. 41, 48 (1928). With respect to the value of state-
ments made in floor debate, it has been noted that:

"in the course of oral argument on the Senate floor,
the choice of words by a Senator is not always
accurate or exact." In re Carlson, supra at 783.

See Vol. 2A Sutherland Statutory Construction (4th Editionm,
Sands, 1973) Sec. 48.13, p. 2186.

It is clear that the parties in both the House and Senate with
regard to Section 821 did not speak to precluding recovery
of profit on future changes subsequent to the Settlement.

In this case, the comments of Senators Proxmire and Stennis
show quite clearly that the Senate did not intend by the
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wording of the proposed amendment to the appropriations bill
that Litton be precluded from recovery of profit on future
changes and that Senator Proxmire's concern was that Litton
and General Dynamics had overstated their estimates of "fixed
loss" on the contracts as they existed prior to the enact-
ment of the Statute:

"The large losses that have been cited by the Navy
are hypothetical losses because many of the ships

are still under construction and the contracts will
not be completed for many months. It is at least

theoretically possible for the contractor to end up
with large profits rather than losses, with the aid
of the financial relief that the Navy has provided.

If the contractor overstated his costs to complete
the work on the ships, it might be possible for him
to underrun the costs and come in with a profit.

Let me give you an example for simplicity purposes:
Supposing that a claim was for $400 million. The
claim of loss was $400 million. The Federal Govern-
ment then pays out $200 million. Say the loss turns
out to be $100 million. In that event, the contractor
would be profiting to the extent of $100 million,
unless we provide this in the bill here which would
eliminate that kind of profit."

"All I am appealing for, in what I think is a house-
keeping amendment, is to make sure that... they
should not be able to make a profit out of this
particular payment, which was a financial relief
payment designed to ease the big losses that other-
wise e corporations would suffer,that they will
not be able to convert these payments into profits
on these particular contracts.”

Senator Stennis followed by stating:

"I repeat, Mr., President, just this: that future
change orders should be allowed to include a
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small profit for that specific work. The amendment
may prohibit that even though it would not result
in an overall profit."

Senator Proxmire replied:

"May I say it would not result in no profit on
future change orders. All 1 say by this amendment
is that they shall not have an overall profit on
something they said would result in a big loss.

In all the testimony given to us, and I think in
all the testimony given to the Armed Services
Committee, at no point did the Navy indicate that
these companies would achieve a profit, but I
want to button it down and make sure they do not
in these cases. I cannot imagine a less desirable
situation than that they would make a profit on
this iSAl million reIIe%;payment, the only justi-
cation for which 1s that otherwise they would
suffer even larger losses which they should not be
required to bear."

Senator Stennis replied:

"Mr. President, this is repetition, but as I see
it, the only way to cover that is to have it
written out clearly, that they would not be pre-
cluded from a profit on any future change orders.
Not from any past settlement, buc in the future.
Untlil that 1is accomplished, we Jjust nave to move

to table the amendment, when the Senator finishes."

Senator Proxmire replied:

"Yes, in offering the amendment, I want to make

it clear it is not the intention to prevent

profits on future change orders. I want to make
clear that on these contracts, overall, we will

not have General Dynamics and Litton coming in

with a profit on the overall situation on which

we have paid them $541 million."™ <Cong. Rec. Sept 26,
1978, pp.S16110 and 16111. (Emphasis supplied)
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It is obvious that in making the foregoing statements the
Senators had in mind those materials presented by the Navy
which showed estimated costs to complete "the work" on the
ships, i.e., the costs for those portions of work remaining
under the contracts as they then existed, and the validity
of projected losses based on those costs. The "something
they (Navy and the contractors) said would result in a big
loss" was the remaining work under the existing contracts.

During the consideration of the version sponsored by Congress-
man Price, Chairman of the House Armed Services Committee,
floor manager of the bill, he stated:

"An amendment to provide this authorization was
approved on the Senate floor. I believe the basic
purpose of having these funds audited by the
General Accounting Office has merit. However,

the wording of the Senate amendment allows for
some uncertain interpretation. 1 have had some
modifications made Lo assure that the amendment
only applies to those shipbuilders involved in

the claims settlement for which the additional
$200 million is provided in the bill, and to
assure that it applies only to specific contracts
covered by the claims settlement." (Emphasis supplied.)

He continued by saying:

"I have reviewed this modified language of the
amendment with the Navy and am informed that it is
acceptable to the Navy. I believe that this
amendment, as modified, will still be acceptable
to the Senate." (Emphasis supplied.)

Cong. Record-House. October 4, 1978, p. H11495.

Of the utmost imrortance is the fact that the Senate language
discussed was not adopted by Congress. The House and Senate
adopted the House version of 821 which contained more precise

language.

The House legislative history and the language of the Settle-
ment agreements themselves, which had been approved by
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Congress must be considered. The provisions of the Settle-
ment agreement between Litton and the Navy, which are dis-
cussed in more detail elsewhere herein, specifically exclude
from the Settlement all contract modifications entered into
on or after May 1, 1978, and such other items as the silencing
incentive. These provisions were not only well known to the
Members of Congress, but it was the funding of that Settle-
ment agreement that prompted the legislation here in quest-
ion. Accordingly, it must be concluded that Congress, in
approving the necessary funds for those agreements, intended
that their terms be carried out and that, in the case of
Litton, the contractor's rights to recover profits on future
changes and contract incentives be left intact. We believe
when taken with the legislative history they are determin-
ative of the question.

DISCUSSION

One collateral issue which must be disposed of is the question
of whether the Congress somehow modified the terms of the
Settlement. The Settlement agreement was submitted to the
Congress in accordance with Public Law 85-804, which provides
"the authority conferred by this Section may not be utilized
to obligate the United States in any amount in excess of

$25 million unless the Committees on Armed Services of the
Senate and the House of Representatives have been notified

in writing of such proposed obligation and 60 days of contin-
uous session of Congress have expired following the date on
which such notice was transmitted to such Committees and
neither house of Congress has adopted, within such 60-day
period, a resolution disapproving such obligation." The
action of the Congress cannot vary or change the provisions
of a Public Law 85-804 agreement. It may approve, dis-
approve the agreement or may remain silent and by its silence
during the 60-day "lying before the Congress™ does not veto
it. 1In this case the Congress addressed the Settlement
agreement specifically. Appropriations were made available
for Naval Ship construction under the Act and included in
that appropriation were funds in the amount of $182 million
to pay for the Settlement arrived at between the Navy and
Litton. It was in this connection that the Congress acted

to restrict how these funds ($182 million) were to be used

in connection with the Settlement, but not to restrict the
Settlement itself.
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To construe Section 821 to potentially prohibit funding of
future changes or the profit portion thereof is inconsistent
with the Settlement agreement and the way it has been im-
plemented by the Navy and Litton. In essence, this position
is tantamount to stating that the Congress approved the
Settlement, but in funding the Settlement disapproved the
Navy Contracting Officer's authority to enter into a Settle-
ment which provided for the Contracting Officer to enter
into future changes without limitation as to effect on
profit for all future changes or the total profit on the

two contracts. This in effect would be amending the express
terms of the Settlement. Such interpretation results in

an inconsistent construction of the action by the Congress
on the same subject matter.

CHANGES AND ADDED WORK

In order to preserve flexibility in its contracts, the Govern-
ment includes a Changes Clause. "This clause gives the
contracting agency the unilateral right to order changes
during the course of the work and it promises the contractor
an 'equitable adjustment' in exchange for this right." Nash
and Cibinic, Federal Procurement Law, (2nd ed. 1969), p. 521.

As to changes which fundamentally alter the nature and scope
of the work under the contract, it has been held that the
Government may not unilaterally order such changes, and that
forcing a contractor to undertake such "cardinal" changes
constitutes a breach of contract. P. L. Saddler v. U. S.,
152 Ct.Cl. 557, 287 F.2d 411 (1961); Air-A-Plane Corp. v.

U. S., 187 Ct.Cl 269, 408 F.2d 1030 (1969); Embassy Moving

& Storage v. U. S., 191 Ct.Cl. 537, 424 F.2d 602 (13970);
Edward R. Marden Coro. v U. S., 194 Ct.Cl. 799, 442 F.2d

384 (1971); Peter Kiewit & Sons Co. v. Summit Const. Co.,

et al, 422 F.2d 242 (sth Cir. 1970). See also Palmer,
"Changes," 47 Geo. Wash. L. Rev. 1148.

The Comptroller General has himself recognized this basic
principle of procurement law. In Comp. Gen. Dec. B-174725
(Nov. 7, 1972), 15 G.C. para. 27, for example, he found

that a contractor altered its legal position by executing
what he considered to be a "cardinal" change. That change
called for the diversion of certain aircraft being furnished
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to the Army in order to satisfy the needs of the Canadian
Government. The contractor's agreement to the change, the
Comp. Gen. found, was based on an understanding that the
Government would negotiate a separate sole source contract
with the contractor for the same number of planes being
diverted and that the Government would pay for the diverted
planes at the same unit prices established by negotiation
for the additional planes under the sole source contract.
The contractor's competitor, who had lodged the protest
against the Government's negotiation of the sole source
contract, contended that the change in question could have
been issued unilaterally and that, accordingly, the con-
tractor's legal position was not altered by his executing
the modification. Rejecting this argument, the Comptroller
General specifically held that the contractor's acceptance
and execution of the modification which in effect waived
the Government's breach of contract constituted adequate
"consideration™ to support the terms of the additional
understanding. Thus, the Comptroller General acknowledges
that an out-of-scope change not only requires the contractor's
consent, but that such consent constitutes new considera-
tion not found In the Initlal contract.

In the instant matter, the changes were not issued on a
unilateral basis--but were agreed to by the parties. 1In
addition, the retrofittings (RAV) work that was required
by the Navy had always in the past been the subject of
separate contracts. Normally, RAV is not part of a ship-
building contract. All agreed that such work was clearly
outside the nature and scope of the existing contracts.
If the Contracting Officer had attempted to order such
changes unilaterally, it would have been a "cardinal"
change constituting a breach of contract.

Consequently, the Navy and Ingalls entered into an agree-
ment signed by both parties stating that Littom would
perform the RAV--technically under the contract. In keep-
ing with the understanding of the parties, profit on the
changes entered into after the Settlement was not subject
to the Section 821 restrictions. Both parties recognized
that these actions were after the Settlement amd both
parties had agreed that post-Settlement chamges would not
be included and not made part of the computations.
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If one ignores the "relief" language in Section 821 and says
that no profit on the changes and RAV can be made if a combined
profit on LHA and DDg963 results, where does that lead? It does
not comport with the intent of the parties; it does not com-
port with the conduct of the parties nor with the agreement

of the parties. If it were otherwise, then there should have
been an agreement that limited the pricing and profit.

At the very least, profit on the out-of-scope or so-called
"cardinal" changes such as the retrofittings (RAV) which
normally would have been the subject of separate contracts
and which have been separately funded must be regarded as
being outside the contemplation of the statute since clearly,
there had been no understanding between the parties as to
those changes prior to the enactment of P. L. 95-435.

The position in the Draft Report at this stage appears to be
that regardless of the number, dollar value or character of
changes entered into subsequent to the Settlement and the
enactment of P, L. 95-485, Litton may not, under any circum-
stances, realize a combined profit on the contracts even as
changed subsequent to the Settlement. If this is correct,
then there is a mutual mistake by the Navy and Litton. The
parties understood something totally different when they
entered into the agreement for the work to be performed
subsequent to the Settlement. Much work still had to be per-
formed on the contracts at the time of the Settlement. It
was that work that was dealt with in the ection 821 rest-
riction. If any profit resulted from that work, including
any changes involved prior to May 1, 1978, then that profit
was wiped out under Section 821. If the claims were inflated,
it would show up at that point.

As we have indicated in this brief, we believe the Draft
Report's interpretation of Section 821 as applicable to

any and all work under the two contracts leads to illogical
results if carried to the ultimate extent.

By imposing a restriction on the ability of the Contracting
Officer to make an equitable adjustment, the interpretation
could nullify the authority to make any unilateral changes

under the contract.

It is clear that Litton would have been entitled by the terms
of its contracts to recover profit as part of an equitable
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adjustment for any such changes pursuant to the terms of the
standard "Changes" article of its contracts, U.S. v.
Callahan Walker Const. Co., 317 U. S. 56, 61 (I3427.

The Draft Report's current interpretation of Section 82l~-
that Litton would not be entitled to make an overall profit
on its contracts even if that profit is attributable to work
under subsequent, -separately-funded change orders--not only
flies in the face of basic Government procurement law, with
regard to the concept of "equitable adjustment," but renders
critical statutory language inoperative. Instead of reading
the restrictive language of Section 821 narrowly in accord-
ance with the "traditional statutory interpretation prine
ciples” which the Comptroller General has consistently
followed (see LTV Aerospace Corporation, supra at p. 13)

the Draft Report has gilven the restrictive statutory language
here a very broad interpretation, one which would defeat the
very purpose of Public Law 85-804 which is to restore the
commercial viability of private enterprises which are deemed
"essential to the national defense." By imposing the prohi-
bition against profit, the interpretation would nullify the
authority of the Contracting Officer to enter into bilateral
modifications purporting to include profits if an overall
profit would be realized. Thus, such modifications, including
some in existence, may be void or voidable. Included are
questions as to whether the Contracting Officer violated the
Anti-Deficiency Act, 31 USC 665, and whether the rule against
the augmentation of appropriations also has been viclated.

The general rule against the acceptance of voluntary services
was first formulated in 1905. Rev. Stat. 3679, 31 USC
665(b). It states that "No officer or emp%oyee of the United
States shall accept voluntary service for the United States....
This statute has been reinforced by many decisions of the GAO.
We then face the contractor's quandary: Should it stop work
or should it proceed on the basis that such work perform-

ance would be paid under the legal concept of quantum meruit
or quantum valebant? The Draft Report does not address these
questions.

Finally, such an interpretation is clearly contrary to the
intent and actions of the Navy and the contractor in adding
extra work to the scope of the contracts.
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Litton had some discussion among its staff concerning the
fact that the RAV work was beyond the scope of the contract
and could not be added to the contract unilaterally by the
Contracting Officer under the Changes clause of the prime
contract. However, it was recognized that the parties
could amend the contract bilaterally and add the scope of
work to the contract without encountering legal problems.
It is understood that the Navy likewise considered that the
RAV work was beyond the scope of the basic contract and
that the Navy Legal Counsel reached the same conclusion con-
cerning the efficacy of utilizing a bilateral modification.
Neither party discussed this point with the other. The
decision to utilize the basic contract was essentially made
based on the fact that both parties agreed it was the most
cost efficient, took least time and was easiest in adminis-
tration compared to the alternative of utilizing one or
more separate contracts.

SETTLEMENT EXCLUSIONS

The Draft Report's interpretation also would after the fact
unilaterally modify the Settlement agreement as entered into
by the Navy and Litton. The Settlement agreement specifi-
cally excluded from its terms the incentive performance fee
for silencing. The Draft Report would make this incentive
fee subject to the same limitation imposed on the Settle-
ment a2s though it were part thereof.

CALCULATION OF PROFIT UNDER SECTION 821

It is Litton's position that Section 821 profit calculations
should be based on generally accepted accounting principles
utilizing the cost and profit/loss calculations approved by the
IRS for income tax purposes to compute the combined profit/loss
situation on the LHA and DD963 contracts as covered by the Settle-
ment Agreement. Also, we believe that in utilizing DAR XV allow-
able costs, the Draft Report has adopted an inconsistent account-
ing approach to the calculation of "total combined-profit" as

set forth in Section 82l. The Draft Report first calculated the
"adjusted combined total final negotiated costs" and then derived
the "combined final profit," in accordance with the Incentive
Price Revision (Firm Target) articles of the Settlement Modifi-
cation of the two contracts. The Draft Report then added the
changes profit and modifications profit and the silencing incen-
tive fee to the "combined final profit" under the Settlement to
arrive at the "total combined profit" under Section 821. This

is inconsistent. As previously stated under the discussion
entitled "Definition of Total Combined Profit,™ we contend

that the words in Section 821, "total combined profit," are
synonomous with the words in the Incentive Price Revision
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(Firm Target) articles of the Settlement Modifications,
"Combined final profit or loss." 1If there is to be a departure
from calculation of combined total final profit under the
Incentive Price Revision (Firm Target) by adding all other
revenue to be received under the compensation Articles of
the Settlement Modifications, then it must be a complete and
consistent departure to a "total cost vs. total revenue"
approach by measuring total costs, including the DAR Section
XV unallowable costs and the MPD unbillable costs, against
total revenues under the two contracts. While we do not
agree with utilization of DAR Section XV, in doing so GAQ
must either follow the Settlement Modifications, which are
consistent with DAR Section XV, or a total cost/total
revenue basis.

Attachment D contains tables showing Litton's position on the
proper calculation of Section 821 profit, compared to the
method utilized in the Draft Report, the Settlement Modifi-
cation and the total cost/total revenue method.

CONCLUSION AND RECOMMENDATIONS

We believe that the above discussion clearly shows that:

A. The limitation on the use of funds set forth in
Section 821 applies

1. to funds under the relief act (Public Law
85-804) only;

2. to restrict profits on the two contracts as
they existed at the date of the Settlement;
and .

3. to the work covered by the Settlement only
even though performed after the date of
Settlement.

B. The limitation on the use of funds set forth in
Section 821 does not apply

1, to changes and modifications made to the con-
tracts after the date of the Settlement;

2. to work added after the date of the Settlement
and not contemplated in the Settlement;
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3. to payments to the contractor from other funds
available or on other legal bases; and

4, to the payment for any items, such as performance
incentives, specifically excluded from the Settle-
ment and the relief granted.

C. The calculaticn of profit on the LHA and DD963 contracts
under Section 821 should be on the basis of generally
accepted accounting principles acceptable to the IRS
rather than in accordance with DAR, Section XV.

If GAO agrees with our interpretation of Section 821, the
Draft Repart should be appropriately modified. If, on the
other hand, GAO disagrees with our interpretation, then it is
imperative for GAO to promptly advise the Navy how to resolve
these problems of the Contracting Officer's authority and
full payment to the contractor. If the additional work
including the silencing work and the RAV that. was authorized
and agreed to by the parties is determined to be invalidly
based, then a mutual mistake exists, and payment for the work
should be made on a quantum meruit or quantum valebant basis.

Respectfully submitted on
behalf of Ingalls Shipbuilding
Division, Litton Systems, Inc.

Of Counsel

, dit]

George W. Howell

Vice President-General Counsel Schnader, Harrison, Segal &

Ingalls Shipbuilding Division Suite 1000

Litton Systems, Inc. 1111 Nineteenth Street, N.
Washington, D. C. 20036

$ Ao A

ohn E. Preston

ice President-Group Counsel
Advanced Electronics Systems Group
Litton Industries, Inc.
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DEPARTMENT OF THE NAVY
NAVAL SEA SYSTEMS COMMAND
WASHINGTON, D.C. 20382

IN REPLY REFER TO

01H2/SBS
Ser 43

MAR 17 1981

From: Commander, Naval Sea Systems Command
To: Chief of Naval Material

Subj: Draft Report "Two Navy Ship Contracts Modified Under Authority of Public
Law 85-804 - Status as of Fiscal Year Ending August 3, 1980" (OSD Case
# 5650)

Ref: (a) CNM Ltr O1C/JFP of 9 Mar 81
1. In response to reference (a), the following comments are provided:

GAO, in attempting to determine whether there will be a "total combined
profit” on the Litton contracts for the LHA and DD-963 class ships as a result
of the June 1978 gettlements, has adopted a method of measurement which encom-
passes all monies recovered and fees earned, including those for work added
to the contract after the date of the settlement. The costs recognized by GAO
for purposes of this measurement are those which they believe are allowable
and allocable under the Defense Acquisition Regulations.

Section 821 of the Department of Defense Appropriation Authorization Act
of 1979 (Public Law 95-485, October 1978), is silent on the meaning of the term
“total combined profit.” The measurement adopted by GAO in effect equates
"fee” as that term 18 used in government contracts and "profit” as that term
is used in the statute. The Navy notes that there may be other appropriate
measurements and, since any other imaginable methods would include costs
| disallowed in government contracts, their use would decrease the company's
‘ “profit™ (or increase any loss).

} GAO has also adopted the position that profit on changed work after the
{ settlement is to be included in the computation of profit or loss under Section
821. We disagree.

In our opinion, however, agreement on the precise definition of profit
under Section 821, and whether 1t includes profit on such post-settlement
changes for purposes of Section 821 is unnecessary at this time. It does not
appear that any of the methods which might be used would result in an overall
profit on these contracts. The method that GAO has chosen appears to be that
most easily measured on a current basis. We do believe, however, that the
GAO should note that other methods wmight have been used for the measurement
and that the loss as so measured would, in all likelihood, be greater.

(
Copy to: p D oy
CHNAVMAT (MAT 01C)

J. W. HARDMAN
By direction
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UNITED STATES GOViRNMENT GENERAL ACCOUNTIG OFFICE

Memorandum October 2, 1981

TO ; Acting Comptroller General

/\/,,_,..,,7 /2. Cho- i un

FROM Acting General Counsel - Harry R. Van Cleve

SUBJECT: Proposed Attachment to PLRD Report Entitled
"Two Navy Ship Contracts Modified Under
Authority of Public Law 85-804--Status As
of Fiscal Year Ending August 3, 1980"

(File B-201825)

Attached is an analysis of Litton's legal objecticns to
PLRD's draft report on the status of the LHA and DD-96: ship
contracts settled under authority of Public Law 85-804. We plan
to use this analysis as an attachment to the final rep:rt.

Litton's legal objections center around the draft <eport's
approach to determining the "total combined profit on =ich con-
tracts" for purposes of section 821 of the Department .~ Defense
Appropriation Authorization Act, 1979, Pub. L. No. 95-: 5.

After thoroughly reviewing each of Litton's objec: . ns,
and after having considered carefully the related view: of the
Department of the Navy, we have concluded that the det...tion
and application of the term "total combined profit on : :.ch con-
tracts" in the draft report represent proper interpre::iions of
the Act.

Attachment
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GAUG ANALYSIS OF LITTON'S
LEGAL OBJECTIONS TO THE
GAO DRAFT REPORT

In a memorandum dated April 2, 1981, attorneys representing
Litton raised several legal objections to the GAO draft report.
Litton disagrees with the draft report's interpretations of sec-
tion 821 of the Department of Defense Appropriation Authorization
Act, 1979, Pub. L. No. 95-485, particularly the language in sec-
tion 821(b) which states that funds may not be used to provide
relief to Litton in connection with the LHA and DD-963 contracts
"to the extent that the use of such funds would result in any
total combined profit on such contracts, as determined by the
Comptroller General of the United States." For ready reference,
the full text of section 821 is set out below. 1/

1/ Section 821 of the Department of Defense Appropriation
Authorization Act, 1979, Pub. L. No. 95-485 (October 20, 1978),
92 Stat. 1611, 1628, provides:

"Section 821. (a) Any funds authorized
by this or any other Act to provide relief
to contractors under authority of the first
section of the Act entitled 'An Act to au-
thorize the making, amendment, and modifi-
cation of contracts to facilitate the na-
tional defense,' approved August 28, 1958
(72 Stat. 972; 50 U.S.C. 1431), in connec~
tion with contracts numbered N00024-69~C-
0283, N00024-70~-C~0275, NO0OO24-71 C-0268,
and N00024-74-C-0206 for the procurement
for the United States of landing helicop-
ter assault vessels (LHA), DD-963 vessels,
and SSN 688 nuclear attack submarines, and
paid by the United States to such contrac-
tors, shall be subject to such audits and
reviews by the Comptroller General of the
United States as the Comptroller General
shall determine necessary to insure that
such funds are used only in connection
with such contracts and to insure that
the prime contractors concerned do not
realize any total combined profit on
such contracts.
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The Litton memorandum (and subsequent comments submitted by
Litton in tesponse to the GAO draft report) 2/ raise four basic
issues with respect to the draft report's approach to determining
"total combined profit" for purposes of subsection 821(b).

Litton's first and most fundamental contention is that the
determination of "total combined profit on such contracts" should
not include profit earned on any change orders and other modifica-
tions to the contracts that were effected after April 30, 1978--the
cutoff date of the settlement agreement under 50 U,S.C. §1431.
Litton argues that the section 821 profit limitation applies only
to contract work covered by the settlement agreement--not to the
total work on the LHA and DD-963 contracts.

{Continuation)

1/ "(b) No funds described in subsection
(a) may be used to provide relief to any
contractor described in subsection (a),
in connection with contracts described
in such subsection, to the extent that
the use of such funds would result in
any total combined profit on such con-
tracts, as determined by the Comptrollet
General of the United States.

"(c) The Comptroller General of the
United States shall keep the appropriate
committees of the Congress currently
informed regarding the expenditure of
funds referred to in subsection (a) and
shall submit to the Congress annually,
until the completion of the contracts
refercred to in subsection (a), a writ-
ten report on the status of the con-
tracts referred to in subsection (a),
on the expenditure of the funds referred
to in such subsection, and on the results
of the audits and reviews conducted by
the Comptroller General under authority
of this sczction.”

2/ Litton's April 2 legal memorandum and a supplemental letter from

Litton dated April 16, 1981, are included in full in Appendix o
to this report.
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Second, Litton argues that even if section 821 does not
exclude all post-settlement changes, certain modifications (e.g.,
the "RAV work") should still be excluded because they represent

"cardinal" changes which are outside the scope of the original
contracts.

Third, Litton questions the accounting method used in the
draft report for measuring "total combined profit"--that is,
total cash receipts pursuant to the contracts minus total costs
allowable under the Defense Acquisition Regulation. Litton states
that determination of profit or loss on the contracts should be
based on generally accepted accounting principles approved by
the Internal Revenue Service for income tax purposes, vather
than the cost principles set forth in section XV of the Defense
Acquisition Regulation.

Litton's fourth and final point is that GAO has applied
its accounting method inconsistently by including in the section
821 profit/loss determination certain payments to Litton (e.g.,
the "Silencing Incentive") even though such payments had been
excluded from the settlement agreement.

We have reviewed thoroughly each of Litton's legal objections
to the draft report. Based on this review, we are satisfied that
the conclusions in the draft report as to the definition and appli-
cation of the term "total combined profit on such contracts" rtrepre-
sent proper interpretations of section 821 of Public Law 95-485.
Therefore, we will adhere to these conclusions in conducting our
audits and making the profit/loss determinations required of us
under section 821.

As to Litton's first point, our interpretation that section 821
includes post-settlement modifications to the LHA and DD-963 contracts
is supported by both the statutory language and legislative history.
The language "any total combined profit on such contracts" certainly
seems to embrace the contracts as a whole, including any modifications.
There is no hint in this language that the "profit" referred to is
based only on that part of the contract work covered by the settlement.
Our interpretation of the statutory language as embracing the con-
tracts as a whole, including modifications, is confirmed directly by
the legislative history on the Senate side and is not contradicted
directly or by implication on the House side. Litton's arguments to
the contrary rely upon various inferences to contradict both the
statutory language and direct legislative history.

We also reject Litton's second argument that even if post=-
settlement contract changes within the scope of the original
contract are subject to section 821, certain modifications should
be excluded because they were beyond the scope of the contracts.

50



APPENDIX V APPENDIX V

These modifications ate in fact part of the contracts covered
by section 821, and we cannot rewrite the contracts in applying
section 821.

As to the third point raised by Litton, the accounting method
that we selected for making profit/loss determinations most nearly
teflects the considerations Congress had in mind when it enacted
section 821. While we recognize that other accounting methods
could have been used, Litton presents no compelling legal or policy
arguments to support another method.

Litton's fourth and final argument--that we applied ourt
accounting method inconsistently--likewise misses the mark. In-
clusion of all compensation items in profit/loss determinations
is consistent with the reference to, and underlying concept of,
"total combined profit" in section 821. Litton's argument for
excluding certain items largely follows its first point--which
we reject--that application of section 821 is limited to those
aspects of the contracts covered specifically by the Litton-Navy
settlement.

The remainder of this appendix addresses in greater detail
each of the points summarized above.

Treatment of Profit On Changes And
Modifications Entered Into After
The Settlement

For purposes here relevant, subsection 821(b) of Pub. L.
No. 95-485 states that funds to provide relief to any contractor
described in subsection (a) in connection with the LHA and DD-963
contracts may not be so used to the extent that the result would
be "any total combined profit on such contracts." 3/ Litton con-
tends that the language of subsection 821(b) clearly and unambigu-
ously means that "total combined profit" does not include profit
on contract changes and other modifications entered into after the
cutoff date of the settlement. Nor does it include, according to
Litton, payments (such as the "Silencing Incentive") which were
not part of the settlement. Rather, Litton maintains that section
821 applies only to those portions of the LHA and DD-963 contracts
that were covered by the settlement agreement.

Litton's Aprii Z memorandum to us states in this regard,
at page 5:

3/ Section 821 also covers relief payments to the Electric Boat
Division of General Dynamics Corpotation in connection with
contracts for the procurement of SSN 688 nuclear attack sub-
marines. These relief payments are subject to the same terms
and conditions as the payments to Litton.
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“In ortder to arrive at a firm scope of
work for purposes of the Settlement, all
change orders issued by the Navy through
April 30, 1978, were incorporated in the
scope of the work covered by the Settlement
and included in Settlement pricing. Also,
all other items of work under other provi-
sions of the Contracts (such as the warranty
provisions) known as of Apcril 30, 1978,
were included in the scope. Therefore, the
Settlement resolved all disputes over work
scope, and the price therefor, as of April 30,
1978. The Settlement agreement provided for
release of all claims based on events prior to
the date of the Settlement (20 June 1978),
except for formal changes since 1 May 1978.
Note that the Silencing Incentive and change
orders issued after April 30, 1978 werte
not included in the Settlement Agreement,"
(Emphasis supplied by Litton.)

Further, the memorandum points out that paragraph 10 of the Aide
Memoire accompanying the settlement states:

"To contribute to the orderly management
of the contracts, Litton and the Navy will
take all steps necessary promptly to process
and negotiate on a fully-priced basis con-
tract change proposals since 1 May 1978, as
well as subsequent to the date of this docu-
ment. Only those change orders authorized by
the Navy prior to 1 May 1978 are included in
the total allowable costs set forth in
paragraph 3." Memorandum, at page 4.
(Emphasis supplied by Litton.)

Litton's description of the terms of the settlement agreement
is correct, but we cannot endorse its attempt to incorporate these
terms into section 821. 1Initially, we reject Litton's use of the
"plain meaning" rule of statutory construction to support its view
of the limitation. Section 821 identifies the LHA and DD-963 con-
tracts by contract number and further provides that certain funds
not be used to the extent that their use would result in "any total
combined profit on such contracts * * * " In the absence of
a date specified in the statute to cut off measurement of profit
under the contracts, we do not agree that the plain meaning of the
phrase "total combined profit on such contracts" refers to profit
on only a portion of the contracts, i.e., the contracts as they
existed in modified form on Apr11 30 1978. On the contraty, if
section 821 has any "plain meaning," it is that "total combined
profit on such contracts" refers to profit measured as of the
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time it would normally be measured on any contract--its completion.
As discussed below, this reading of the language finds direct
support in the legislative history of section 821 and is entirely
consistent with the underlying statutory purposes.

Language along the lines of that enacted in section 821 of
Pub. L. No. 95-485 first appeared in a floor amendment to the
Senate bill (S.3486, 95th Cong.) submitted by Senator Proxmire.
The original Proxmire amendment would have precluded the use of
telief payments in connection with specified contracts "to the
extent that the use of such funds would result in any profit on
such contract * * *," 127 Cong. Rec. S16109 (daily ed., Septem-
ber 26, 1978) (emphasis supplied). Senator Proxmire explained
his amendment, in part, as follows:

"* * * the purpose of the amendment
is similar to the language adopted in
the Lockheed case. The contractors
have alleged that there will be large
losses on specific Navy contracts.

The Navy has provided financial relief
to the contractocrs on the basis of the
allegations that there will be large
losses on the contracts.

"That was the whole argument given
hecve, that if there had been a profit
on the contract, they say they would
not have asked for this kind of a
settlement. They say there would be
losses.

"It stands to treason that the Senate
is entitled to assuring itself and the
public that, first, the financial re-
lief will be used exclusively by the
contractors to finance construction of
the ships under the contracts in ques-
tion; and, second, that the funds being
provided for financial relief will not
result in profits on these contracts.

* * * * *

"%* * * the Navy has assured us that
the settlement of the claims will re-
sult in large fixed losses for the con-
tractors despite the fact that more than
half a billion dollars is being granted
for financial relief.
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"The large losses that have been
cited by the Navy are hypothetical be-
cause many of the ships are still undert
construction and the contracts will not
be completed for many months. It is at
least theoretically possible for the con-
tractor to end up with large profits
tather than losses, with the aid of the
financial relief that the Navy has
provided." Id., at S.16110. 4/

v

At this point, Senator Stennis raised a guestion concerning
interpretation of the Proxmire language:

"Mr. STENNIS. * * * the amendment
is not clear, as I am advised, as to
just how this would apply to profit
that was made in the future, after
one of these settlements is already
made.

* * * * *

"I repeat, Mr. President, just this:
that future change orders should be al-
lowed to include a small profit for that
specific work., The amendment may pro-

hibit that even though it would not re-
sult in an overall profit."” 1Id., at
S

. (Emphasis supplied.)

In response Senator Proxmire stated:

"Mr. PROXMIRE., May I say it would
not result in no profit on future
change orders. All I say by this
amendment is that they shall not have
an overall profit on something they
gsaid would result in a big loss.

4/ The "Lockheed case" mentioned by Senator Proxmire apparently
refers to section 504 of the Armed Forces Appropriation
Authorization Act, 1972, Pub. L. No. 92-156 (November 17,

1971),

85 stat, 423, 428. This section imposed a numbetr of

restrictions upon funds authorized to be appropriated as
contract payments to Lockheed Corporation in connection with
the C-5A aircraft.
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"Yes, in offering the amendment, I
want to make it clear it is not the
intention to prevent profits on fut-
ure change orders. I want to make
clear that on these contracts, over-
all, we will not have General Dynamics
and Litton coming in with a profit on
the overall situation on which we have
paid them $541 million." Id. (Emphasis
supplied.)

The original Proxmire amendment was tabled, but a modified
version was called up later on the same day. Subsection (a) of
the Proxmire amendment was modified to include the DD-963 vessels
(apparently correcting an inadvertent omission) and the limitation
language which had referred to "any profit" was changed to read
that~-

"% * * the prime contractors con-
cerned do not realize any total over-
all profit on such contracts." Id.,
at S16114 (Emphasis supplied.)

Senator Proxmire explained the addition of the words "total" and
"overall" in the profit limitation language as follows:

"So that it is not simply a mattert
of my expressed intent, which was that,
but that the statutory language specify
that I am talking about total overall
profit, not profit on specific future
changes." 1d.

The Proxmitre amendment, as modified, passed the Senate on
September 26, 1978. The purpose and effect of the amendment as
passed is quite clear--it applied to the contracts as a whole,
not just to the portions of the contracts covered by the settlement.
Profit could be made on contract changes effected after the settle-
ment, but it would be included in the overall profit/loss
determination, However, Litton contends, in effect, that the
original intent of the Proxmire amendment is not controlling since
the enacted version of section 821 was based on different language
in the House bill.

On October 4, 1978, Representative Price offered an amendment
to H.R, 14042, the House version of the legislation, which was the
same as the Proxmire amendment to S. 3486 with three exceptions.
The House amendment (1) identified the contracts by contract
number, (2) changed the word "overall" to "combined" in subsection
(a), and (3) added the words "total combined” to subsection (b) so
that 1t read, "* * * to the extent that the use 0of such funds
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Thus the House amendment stated the limitation with refecence

to "any total combined profit on such contracts," as opposed to
the Proxmicre amendment's reference to "any total overall profit
on such contracts,"”

Representative Price explained his changes from the Proxmirce

amendment

as follows:

"The fourth amendment relates to a
General Accounting Office audit of the
contract settlements effected by Public
Law 85-804. These are the contract set-
tlements which were the subject of an
earlier amendment and for which the bill
provides an additional $209 million in
authorization to cover claims. An
amendment to provide this authorization
was approved on the Senate floor. I
believe the basic purpose of having
these funds audited by the General
Accounting Office has merit. However,
the wording of the Senate amendment al-
lows for some uncertain intecrpretation.
I have had some modifications made to
assure that the amendment only applies
to those shipbuilders involved in the
claims settlement for which the addi-
tional $200 million is provided in the
bill, and to assure that it applies only
to specific contracts covered by the
claims settlements.

"The amendment provides that the
funds authorized in connection with the
settlement of those contracts shall be
subject to audit and review by the
Comptroller General to insure that such
funds are used only in connection with
such contracts and that they do not
result in the prime contractors realiz-
ing any total combined profit on such
contracts. It also provides that the
Comptroller General keep the appropriate
committees of Congress currently in-
formed on the expenditure of funds and
submit annual reports to the Congress
on the results of his audit and review.
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"I have reviewed this modified language
of the amendment with the Navy and am in-
formed that it is acceptable to the Navy.

I believe that this amendment, as modified,
will still be acceptable to the Senate."

127 Cong. Rec. H11495 (daily ed., October 4,
1978).

Litton argues that the House amendment's change in the words
used to describe the "profit" covered by the limitation was in-
tended to incorporate the terminology of the settlement agreement:

"Congressman Price offered an amendment
which contained the modified language
'total combined profit' on October 4,
1978, It was this modified language to
which Congressman Price was referring
when he stated, 'l have reviewed this
modified language with the Navy and am
informed that it is acceptable to the
Navy. I believe that this amendment, as
modified, will be acceptable to the
Senate.' Congressional Record--House,
p- 11495, October 4, 1978. Congressman
Price's amendment was adopted by both
Houses and became Section 821.

"'Combined total final price' and 'com=-
ined final profit' as used in the modifica-
tions and 'total combined profit' as used
in Section 821 are terms of art. The term
'total combined profit,' was utilized in
Section 821 cather than the terminology
used in the initial Senate version,

'total overall profit' or 'overall profit,'
thus making Section 821 consistent with

the Settlement Agreement and the under-
standing of the parties and acceptable to
the Navy. If there is confusion over the
definition of 'total combined profit' in
Section 821, the term should be interpreted
within the context of the Settlement
Modifications." Litton memorandum, at

page 13.

We do not read the House amendment as changing the intent of
the Proxmire amendment regarding treatment of profit on post- ‘
settlement work. The change from "total overall profit" to "total
combined profit" in subsection (a) .of the bill is not specifically
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explained in the legislative history. The most plausible reason
for this change, in our view, is that the word "combined" was
substituted to make clear that the two contracts of each contractor
to which section 821 applies (the LHA and DD-963 contracts, in
Litton's case) were to be taken together in making the profit
determination., That is, a profit on one contract could be offset
by a loss on the other.

In any event, there is no direct indication or suggestion
in Representative Price's remarks or elsewhere in the legislative
history that the House changes were designed to overcome the
intent of the Proxmire amendment with respect to post-settlement
contract modifications. 5 Fucther, whatever significance may
be attached to the substitution of the word "combined" for "over-
all,” we believe that the more important reference in the Proxmire
amendment was to "total" profit on the contracts. The House language
retained the word "total."

Litton places great emphasis on the fact that the House,
rather than the Senate, version of the amendment was ultimately
enacted into law. However, as Representative Price recognized,
the substance of section 821 derives essentially from the Proxmire
amendment. And, as discussed above, it is clear to us that from
the time the amendment was first introduced by Senator Proxmire
until the enactment into law of section 821, the intent of the
language remained the same--that profit could be made on individual
change orders and other modifications occurring after April 30,
1978, but that such profits were to be included in the overall
profit/loss determination under section 821.

We will also comment briefly on several other arguments
advanced by Litton to support its basic position that section
821 excludes post-settlement work. Litton states that the profit
limitation aspect of section 821 was prompted by congressional
concern that the $182 million in relief payments provided to
Litton should not result in a profit on the contract work, as
might occur if Litton's estimated $200 million loss projected
at the time of settlement failed to materialize. While we agree
with this statement, it does not necessarily follow that the
limitation applies only to the scope of work at the time of
settlement and not to subsequent contract modifications.

5/ On the contrary, whatever indications can be gleaned from the
House legislative history on this point tend to reenforce the
original intent of the Proxmire amendment. Thus, during the
House debate, Representative Price suggested that the limita-
tion applied to more than the settlement work by noting that
"the contractors could not receive any combined total profits
on the contracts on which the settlements were made." 127 Cong.
Rec. HI11491 (daily ed., October 4, 1978) (emphasis supplied).
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Even if subsequent modifications are potentially subject
to the profit limitation, the limitation does not become operative
unless Litton's $200 million loss projected as of the settlement
is first made up. This could occur as a cesult of (1) overesti-
mates of the projected loss for work covered by the settlement,
(2) profit realized on post-settlement work, ot (3) some combina-
tion of the first two factors. 6/ The point is that any profits
tealized by Litton on post-settlement work would come into jeopardy
under section 821 only if its total profit/loss picture for the
contracts as a whole had improved by $200 million over the estimate
prtojected at the settlement and when Congress enacted section
821. Thus the congressional concern identified by Litton--that
the $200 million contract loss might be ellmlnated-—ls just as
relevant under our interpretation.

We also note that inclusion of post-settlement modifications
in the section 821 profit/loss determination would not necessarily
work to Litton's disadvantage. 1In the event that further losses
resulted from such modifications, they would be eligible for
telief payments and could . likewise be used in the profit/loss
determination. .

Litton maintains (e.g., memorandum at p. 1l1) that section
821 must be construed to mean that the proflt restriction applies
only to the settlement work because it is expressed in terms of
"funds authorized by this or any other Act to provide relief to
contractors * * *" and the relief requested was based entirely on
the settlement work. Thus, according to Litton, section 821 does
not restrict in any way the expenditure of procurement funds for
any contract items not covered by the settlement. Litton also
argues (e.g., memorandum at pp. 2 and 21) that our construction
of section 821 leads to the conclysion that Litton may not, under
any circumstances, realize a combined profit on the contracts
even taking into account payments not covered by the settlement.
Litton suggests that under this interpretation, the post-settlement
contract modifications which provide for the payment of profit may
be invalid.

We believe that the foregoing arguments fundamentally miscon-
strtue the nature and effect of section 821. Section 821 does not
constitute an absolute prohibition against Litton receiving a
combined profit on the contracts, whether based only on the work
covered by the settlement or based on all contract transactions.
It merely provides, in effect, that no funds paid to Litton for
purposes of relief (i.e., the $182 million to cover a portion of

6/ In fact, it appears from our audit work that most of the
improvement in Litton's profit/loss situation results from
completion of work covered by the settlement at less than
the projected loss.
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Litton's projected loss at the time of settlement) may be used
to contribute to any total combined profit on the contracts. While
the restriction is imposed on the use of relief payments, it must
be applied in relation to other contract payments for non-relief
purposes. In other words, the restriction looks to the impact of
relief payments when combined with other contract payments. The
restriction becomes operative if, and to the extent that, the
sum of relief and other payments, less allowable costs, "would
result in any total combined profit on any such contracts * * *. "
It follows that all contract payments must be considered
in applying section 821. However, it also follows that post-
settlement contract modifications are not invalid because they
provide for a profit. As noted above, section 821 does not
prohibit profit on contract modifications as such. It simply
means that should Litton have a combined profit on the two con-
tracts at their completion (taking into consideration all con-
tract payments less allowable costs, and assuming that Litton
had completely made up its projected $200 million loss), Litton
must refund to the Government any such total combined profit up
to the $182 million provided for relief.

Litton also expresses concern (e.g., memorandum at p. 19)
that our interpretation of section 821 is tantamount to conclud-
ing that Congress altered the terms of the settlement agreement
and contradicted the intent of the parties by limiting Litton's
ability to make a profit on subsequent contract modifications.
We recognize that our interepretation of section 821 has this
effect. However, this effect exists under any interpretation
of section 821, including Litton's. If section 821 had never
been enacted into law, Litton would have been free to make a
profit on the contract work covered by the settlement without
regard to the $182 million relief payment. Thus, even Litton's
view that section 821 was intended to apply only to the contracts
as they existed as of the date of settlement, results in a
modification of Litton's right to earn a profit under the terms
of the settlement alone.

Finally, Litton's memorandum (pp. 10-12) emphasizes certain
rules of statutory construction which it believes should be used
to support its interpretation of section ‘821, First, as noted
previously, Litton maintains that its interpretation of section
821 is supported by the "plain meaning" rule of statutory inter-
pretation; thus resort to the legislative history is unnecessary.
In fact, Litton's reliance on this rule is misplaced since Litton
derives its "plain meaning" of section 821 from extrinsic sources
(primarily the settlement agreement), rather than the words of
the statute alone. See generally, 2A Sutherland, Statutes and
Statutory Construction, §§45.14, 46.01-46.04 (Sands ed., 1973).
More importantly, the extrinsic evidence relied upon by Litton
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runs counter to what we would regard as the "plain meaning" of
the statutory terms.

Second, Litton maintains that 50 U.S.C. §1431 is a "remedial"”
statute; therefore, it should be construed liberally and the limita-
tion upon its application imposed by section 821 of Pub. L. No.
95-485 should be construed narrowly. It is true that remedial
legislation is to be construed liberally, and restrictions thereon
construed narrowly. See generally, 3 Sutherland, Statutes and
Statutory Construction, cited above, at §60.02. However, "the
rule of liberal construction will not override other rules where
its application would defeat the intention of the legislature
or the evident meaning of an act." Id., at §60.01, p. 29. For
reasons discussed previously, we believe that Litton's interpreta-
tion under any rule of statutory construction would defeat the
intent of the legislature and the evident meaning of the statute.

Treatment of Alleged "Cardinal"
Changes for Purposes of Section 821

As discussed above, we conclude that the profit/loss
determination under section 821 includes the results of work pur-
suant to change orders and other contract modifications entered
into after the cutoff date of the settlement. Litton maintains
that even if the determination does cover post-settlement work
as such, profit on certain modifications still should be excluded
on the basis that these modifications represent "cardinal" changes
outside the scope of the contracts as they existed at the time of
of settlement.

As an example, Litton refers to the so-called "RAV work,"
which it describes as a general upgrading of the weapons system
on the DD-963 ships. Litton states that this work was originally
scheduled by the Navy to be performed in Naval shipyards after
delivery of the ships. When such work is performed in private
shipyards, it is not normally done under the construction contract
for the ships, but is the subject of a separate contract. However,
Litton further asserts that it and the Navy agreed in this case to
do the RAV work under the basic contract in order to serve the
best interests of the Government and simplify contract administra-
tion. According to Litton, this agreement was also based on the
understanding of the parties that post-settlement work would not
be covered by section 821.

In connection with its assertion that the RAV work represents
a cardinal change to the original contract, Litton emphasizes the
fact that this work was added by a bilateral modification, rather
than a change order issued unilaterally by the contracting officer.
It points out that a cardinal change could not have been imposed
by a unilateral change order.
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We do not read section 821 as providing for different treat-
ment of unilateral and bilateral changes incorporated into the
contracts., While a contract modification may be either unilateral
or bilateral (see Defense Acquisition Regulation (DAR) §1-201.2),
it must be within the scope of the original contract. Section
26-101(b) of DAR generally provides that prices of all contract
modifications should be negotiated prior to their execution, if
possible. Thus, bilateral modification is merely the preferred
method of effecting changes to Government contracts; its use in
a particular case is not evidence that the modification is outside
the scope of the contract. In this connection, see American Air
Filter Co., Inc., 78~1 CPD 4136, 57 Comp. Gen. 285 (1978},
which analyzed the propriety of a bilateral modification under
the standards set forth by the Court of Claims for determining
whether a unilateral change order constitutes a cardinal change.

We regard as somewhat incongruous Litton's assertion that it
and the Navy negotiated cardinal changes to the original contracts
since this would constitute an improper procurement action. 7/
However, we need not reach the merits of this assertion. The
short answer to Litton's argument is that the modifications in
question are, in fact, part of the original contracts. As such,
they must be considered subject to section 821 since, as discussed
previously, section 821 clearly applies to the contracts as a
whole. We are not in a position (nor, in our view, are Litton
and the Navy) to rewrite the contracts for purposes of the profit/
loss determination under section 821.

We are likewise unable to reach a different result based on
Litton's assertion that inclusion of post-settlement modifications
in the section 821 calculation runs counter to the intent of the
Navy and Litton in negotiating such modifications. The scope of
section 821 must be determined as a matter of statutory construc-
tion. The intent of the contracting parties is not relevant to

71/ 1f some contract modifications such as the RAV work were
"cardinal" changes, as Litton alleges, decisions of this
Office have long held that the additional work should have
been the subject of a new procurement. -This would require
obtaining competition from the maximum number of qualified
sources available or, if justified, a sole source award
based upon a proper determination and findings as required
by DAR §3-210.3. See, e.g., American Air Filter, cited
above. At the same time, the fact that cardinal modifica-
tions were improperly added to the contracts would not neces-
sarily render the modifications void. Thus our decision
in American Air Filter held that a modification was outside
the scope of the original contract but only recommended
that the procuring agency consider the practicability of a
termination for convenience.
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this issue, particularly since their negotiations occurred subse-
quent to enactment of section 821. Furthermore, we do not see how
interpretating section 821 as applying to post-settlement modifica-
tions would be prejudicial or inequitable in terms of the intent

of the parties. At the time that most of the modifications (in-
cluding the RAV work), were agreed to by Litton and the Navy,
Litton was projecting significant losses under any theory of how
section 821 should apply. Accordingly, we question whether the
possible application of section 821 to these modifications could

be considered an essential element in the inducement of the parties
to enter into the modifications. As noted previously, application
of section 821 to the post-settlement modifications conceivably
could have been advantageous to Litton. Thus, even if the intent
of the parties was not consistent with our interpretation of
section 821, we have difficulty seeing the legal or equitable
significance of this inconsistency.

Accounting Method For Measuring
Profit Under Section 821

Section 821 provides for the Comptroller General to determine
whether relief payments have resulted in "any total combined profit"
on covered contracts, but does not define this term or otherwise
prescribe the accounting method to be used in making determinations
under section 821. Therefore, GAO was required to adopt a working
definition in order to carry out its statutory role. 1In this context
we concluded, and we determined in accordance with our statutory
mandate, that the most reasonable approach to measuring profit or
loss for purposes of section 821 was to calculate total receipts
under the contracts minus allowable costs under the Defense Acquisi-
tion Regulation.

The allowable cost method selected by GAO is the general
approach used by both Litton and the Navy to calculate the pro-
jected losses which made a settlement under 50 U.S.C. §1431 necessary.
Thus, the Aide Memoire provides in part as follows:

"It is presently anticipated by Litton
that, based on 30 April 1978 estimates, the
total allowable costs of the LHA contract
will be $1,500 million and of the DD-963
contract will be $3,226 million or a total
of $647 million in excess of amounts the
Company would receive under the existing
contracts in the absence of claims
recovery." (Emphasis supplied.)

Similarly, we believe that the GAO method comes closest to
tracking the concerns Congress had in mind when it enacted section
821 of Pub. L. No. 95-485. The funding authorized in Pub. L. No.
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95-485 as additional payments to Litton and General Dynamics was
from the outset approached in the context of traditional profit
or loss on Government contracts--payments less allowable costs.
Thus the House Armed Services Committee report on the legislation
eventually enacted as Pub. L. No. 95-485 described the background
of the settlements, and recited figures on the projected loss on
this basis. See H.R. Rep. No. 95-1573, at 6 (1978).

The Senate debate on its version of the legislation enacted
as Pub. L. No. 95-485 followed the same approach, using cost figures
provided by the Navy. For example, figures referred to during the
Senate debate indicated that for the Litton and Electric Boat
contracts, the Navy would pay a total of $541 million dollars
of the estimated $1.2 billion of additional costs necessary to
complete the contracts covered by the settlements. See 127 Cong.
Rec. S16105 (daily ed., September 26, 1978). When Senator Proxmire
first proposed his amendment, it appears that he was seeking to
assure that the funds provided for relief would not contribute to
a "profit" in relation to the figures presented in the settlement.
See, e.g., the Senator's remarks at 127 Cong. Rec. S16110 and
S16114 (daily ed., September 26, 1978).

Litton takes the position that GAO should make its section 821
profit calculations by use of generally accepted accounting prin-
ciples approved by the Internal Revenue Service (IRS) for income
tax purposes. 8/ We recognize that calculation of profit or loss

8/ Litton has not provided us a legal rationale to support its
position that the IRS accounting method should be used.
Indeed, it is not clear to us whether Litton means to assert
either that the IRS method is legally required under section
821 or that the method selected by GAO is otherwise legally
inappropriate. Litton does contend that GAO is inconsistent
in the way it applies its selected accounting method to certain
items. This objection is addressed in the text hereafter. The
following comment on accounting methods was submitted in the
April 16, 1981 letter from Litton, at page 10:

"Litton does not and cannot use
this [the GAQO] method in report-
ing results to stockholders under
Securities and Exchange Commission
requirements nor for income tax
purposes. The only statutory re-
quirements dealing with profits
in government contracts of which we
are aware are Vinson-Trammell Act
and the Renegotiation Act, neither
of which utilize such method."
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under other methods, such as those acceptable to the IRS, would
result in a greater loss (or lesser profit) than under DAR account-
ing procedures. This is because certain costs may be recognized
for purposes of income tax accounting which are not recognized
under the principles set forth in section XV of the DAR. However,
as discussed above, the statute does not require or suggest the

use of income tax accounting procedures. Moreover, this method
would be less meaningful in the context of section 821 than the
allowable cost method.

Inclusion Of Silencing Incentive
Payments In Profit Calculation

As discussed above, we have determined that the best method
for measuring profit or loss under section 821 is a comparison
of total receipts under the contracts with total allowable costs
incurred in performance of the contracts. Litton disagrees with
our inclusion of certain items of compensation under the contracts,
such as the "Silencing Incentive" payments, which were not affected
by the settlement agreement. It argues here again that the term
"total combined profit" as used in section 821 is a term of art
which is synonomous with the settlement term "combined final profit
or loss," to which certain other payments are added (including the
Silencing Incentive) to arrive at the "total compensation" to be
paid under the contracts. Further, Litton asserts that inclusion
of the Silencing Incentive payments is inconsistent with the
accounting method which GAO has used to make the profit/loss
determination:

"* * * While we do not agree with
utilization of DAR Section XV, in
doing so GAO must either follow the
Settlement Modifications, which are
consistent with DAR Section XV, or
a total cost/total revenue basis."
Litton memorandum, at p. 24.

In response to Litton's first point, we reiterate our view
that section 821 extends to all contract transactions and thus
includes contract payments not covered by the settlement. With
reference to Litton's second point, we do not believe that

(continuation)

8/ While we do not dispute these comments, they fail to undercut
GAO's selection of its accounting method for purposes of section
821. There is no indication in section 821 or its legislative
history of an intent to incorporate any of the accounting methods
cited above.
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inclusion of the Silencing Incentive payments represents an
inconsistency in the application of our accounting method. Litton
notes that silencing is an incentive-penalty. Had Litton not met
the silencing specifications, we would have deducted the penalty
from total contract payments in making the profit/loss calculation.
We see no inconsistency in including contract payments or deduc-
tions, whatever the case may be, based on the Silencing Incentive.

(950625)
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